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INTEREST RATES AND FOREIGN DOLLAR BALANCES 


RosBErT F. GEMMILL* 


Board of Governors of the Federal Reserve System 


INTRODUCTION AND CONCLUSIONS 


LarGE UNITED STATEs balance-of-payments deficits since 1957 have 
led to substantial increases in foreign liquid-dollar holdings and to 
a decline of about one-fourth in the United States gold stock. These 
developments have stimulated discussion of the extent to which 
financial policy, and especially monetary policy, in this country 
might be influenced by the international reserve position of the 
dollar. Obviously, a country that acts as an international reserve 
center and in this role accumulates a large volume of outstanding 
short-term liabilities to foreigners must take care to insure that 
doubts do not arise concerning the stability of its currency. Even 
though a country maintains a high degree of financial stability, 
however, questions can be raised regarding the effect on its reserve 
position of countercyclical financial policies. Such policies may con- 
tribute to the outflow of domestic capital and thereby worsen the 
country’s payments position. In addition, however, concern has 
been expressed that anti-recessionary policies involving low interest 
rates might put pressure on the reserve position of the United 
States by bringing about a conversion of foreign-held dollar bal- 
ances into gold.’ In this paper, we shall examine the latter prob- 


* The views expressed do not necessarily reflect those of the Federal Reserve System. 
The author is indebted to J. H. Furth and A. B. Hersey for comments and to Margaret 
Garber for providing estimates used to derive the data in Chart 2. 


1. See, for example, Robert Triffin, Gold and the Dollar Crisis (New Haven: Yale 
University Press, 1960), p. 9: “Our huge gold losses of last year [1958] were due in 
part to such a repatriation of foreign capital at a time when interest rates had fallen 
here well below the rates available in Europe. They have been slowed down this year 
[1959] by an extremely sharp rise of interest rates in this country, prompted by our 
domestic concern about creeping inflation. In this case, external and internal interest 
rate policy criteria happily coincided, but they may diverge tomorrow. If and when 
we feel reassured about our internal price and cost trends we may wish to ease credit 
and lower interest rates in order to spur our laggard rate of economic growth in com- 
parison not only with Russia, but with Europe as well. We may then be caught, how- 
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lem, attempting to assess the extent to which past behavior of 
foreign-held balances affords a basis for such concern. ' 

The actual United States balance-of-payments deficits since 1957, 
which have stimulated discussion of the reserve position of the 
United States, have reflected major developments in United States 
international transactions on both current and capital account. The 
proportion of these deficits that has taken the form of net foreign 
gold purchases has reflected the over-all payments surplus of major 
foreign countries, the proportions of their payments surpluses in the 
form of additions to official reserves, and the extent to which they 
hold reserves in gold.* The general conclusion of this paper is that 
those movements in foreign holdings between gold and dollar assets 
in recent years which could be attributed to interest-rate changes 
account for only a very small fraction of total foreign dollar hold- 
ings. The main findings upon which this conclusion is based are as 
follows: 

1. There is no basis either on theoretical grounds or in available 
statistical materials for believing that foreign official institutions 
adjust their reserve holdings between gold and liquid-dollar assets 
in response to short-term or cyclical movements in interest rates. 
This finding is not inconsistent with evidence that such institutions 
do alter to some extent the composition of their holdings of liquid- 
dollar assets as changes occur in yields on these assets. 

2. There is reason to believe that some foreign private liquid- 
dollar holdings are drawn down when yields on liquid dollar assets 
are substantially lower than yields obtainable in other international 
money markets and rise when the yield advantages on short-term 
investments in other money markets disappears. 

Foreign private dollar holdings (excluding those of Canada) rose 
about $1 billion between mid-1958 and early 1960 and had declined 
by a somewhat smaller amount by early 1961. During these years, 
United States interest rates moved from a cyclical trough to a peak 
and then receded to a substantially lower level. These fluctuations 
in foreign private holdings are greater than the movements which 
may be attributed to international interest-rate differentials, since 
other factors are known to have contributed to the changes in 
foreign holdings. 


ever, exactly as the British were in the 1920’s between these legitimate and essential 
policy objectives and the need to retain short-term funds here in order to avoid ex- 
cessive gold losses.” 


2. See articles on gold and dollar flows in the Federal Reserve Bulletin, March, 
1959, 1960, and 1961. 
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Interest Rates and Foreign Dollar Balances 365 


3. A transfer of foreign private holdings from the United States 
to European money markets results in some increased foreign pur- 
chases of gold from the United States. However, the gold purchases 
may be expected to be smaller than the volume of funds transferred, 
unless all funds were moved to foreign countries that take all re- 
serve gains in gold. Such was apparently not the case in 1960 and 
1961. 


THE PROBLEM 


A country’s financial policies affect its reserves primarily through 
impact on its balance-of-payments position. Monetary and fiscal 
measures can influence payments on current account through their 
effect on over-all levels of economic activity and on prices and 
competitive behavior. Moreover, they can influence payments on 
capital account through changes in the terms of payment in inter- 
national transactions (so-called “leads” and “lags”), in other move- 
ments of domestic short-term capital, and in flows of domestic and 
foreign long-term capital. 

However, financial policies can also affect the reserve position of 
a country acting as an international reserve center if they lead to 
shifts between foreign short-term claims and gold. The reserve (or 
liquidity) position of such a country is most conveniently measured 
by the ratio of its holdings of international means of payment (gold, 
in the case of the United States) to its short-term liabilities to for- 
eigners.® Shifts in foreign holdings between short-term claims and 
gold affect that ratio, whether or not there is any change in the 
aggregate of foreign short-term claims and gold and hence any 
surplus or deficit (as customarily defined) in the balance of pay- 
ments of the reserve currency country. 

This paper is concerned with the effect which movements of 
foreign short-term capital might be expected to have on the reserve 
position of the United States, given a specific over-all balance-of- 
payments surplus or deficit. If shifts of foreign short-term capital 
were likely to be large, the international aspects of United States 
financial policies could not be judged solely on the basis of existing 
and prospective balance-of-payments developments, including move- 
ments of United States capital and changes in unrecorded transac- 
tions. Instead, any proposed changes in these policies would have 
to take into account the additional consequences that such potential 
shifts would be likely to have on the United States reserve position. 


3. R. Gemmill, “Notes on the Measurement of International Liquidity,” Journal of 
Finance, March, 1960, pp. 53-61. 
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If cyclical changes in interest rates are likely to produce signifi- 
cant fluctuations in the gold stock of a reserve currency country, 
over and above those fluctuations resulting from balance-of-pay- 
ments developments, that country may be more restricted in the 
extent to which it can permit fluctuations in its balance of payments, 
It may thus be more restricted in the extent to which it employs 
flexible financial policies as countercyclical measures. 

If possible shifts of foreign short-term funds were felt to be a 
substantial constraint on the financial policies of a reserve currency 
country, the country might find that the resulting disadvantages 
outweighed the advantages of being a reserve center. In fact, this 
argument has already been applied to the position of the United 
States. Triffin, for example, in making a case for the establishment 
of the International Monetary Fund as the principal international 
reserve center, maintains that, by this change: 


we would . . . have consolidated in the hands of the Fund a large portion of 
highly volatile foreign funds, whose sudden and unpredictable outflow might 
otherwise unleash, at any time, an unbearable drain on our gold reserves. Most 
of all, we should have shed thereby the straightjacket which the need to pre- 
vent such an outflow would impose upon monetary management and interest 
rates in this country.* 


Empirical evidence on the extent to which foreign short-term 
dollar assets may have been shifted in response to interest-rate 
movements can best be examined separately for foreign official and 
foreign private holdings. 


FOREIGN OFFICIAL DOLLAR HOLDINGS 


There is no evidence that any major foreign country has changed 
the relative proportion of gold in its official reserves in response to 
short-term or cyclical changes in interest rates. After comparing 
changes in the composition of reserves of foreign countries with 
changes in United States interest rates, we shall indicate why, on 
theoretical grounds, there is no basis for expecting changes in the 
holdings of foreign official institutions to correspond to interest-rate 
movements. 

It would be most appropriate for our purpose to examine shifts 
in a country’s reserve holdings between gold and liquid-dollar assets. 
However, most countries do not publish data on dollar holdings 
separately, and therefore data on foreign-exchange holdings will be 
substituted. Since holdings of foreign exchange other than dollars 


4. Triffin, op. cit., p. 12. 
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have been extremely small, the conclusions would not differ signifi- 
cantly if official dollar holdings were used.° 

The relative proportions of gold and foreign-exchange assets can, 
of course, vary as a result of changes in either form of reserve hold- 
ing; many countries have kept gold reserves constant over long 
periods of time and permitted moderate changes in payments posi- 
tions to be reflected in variations in exchange reserves. We shall 
examine only those instances in which gold holdings were changed 
between the end of 1956 and the end of 1960. In this period, there 
were wide fluctuations in United States interest rates, and a country 
that regularly shifted even a part of its reserves between gold and 
dollars in response to changes in yields on dollar investments would 
presumably have made changes in gold holdings. 

Twenty-six foreign countries changed their gold reserves by $10 
million or more between the end of 1956 and the end of 1960, ex- 
cluding changes resulting from gold subscription payments to the 
International Monetary Fund. We consider, first, the eighteen 
countries that increased gold reserves, dividing them into groups 
according to the pattern of changes in reserves. A number of foreign 
countries purchased substantial amounts of gold in the fourth quar- 
ter of 1960 when speculative demand for gold led to the establish- 
ment of a premium price in the London gold market. We shall re- 
gard these purchases as precautionary in nature rather than as 
shifts in the composition of reserves in response to the lower level 
of United States money-market rates compared with those in the 
first half of the year. 

a) Four countries (Belgium, the Netherlands, Switzerland, and 
the United Kingdom) have traditionally kept practically all re- 
serves in gold, and the gains in gold reserves of these four countries 
have thus paralleled over-all reserve gains, aside from some lags in 
periods of rapid increases in reserves. 

b) Three countries (Australia, Iraq, and Lebanon) do not main- 
tain significant reserves in dollars. Parenthetically, both Iraq and 
Lebanon added to gold reserves in late 1960. 

c) Eleven countries have added both to gold and to dollar hold- 
ings at times during the period. 

Five countries (Austria, Colombia, Greece, Italy, and Portugal) 

5. Official foreign-exchange holdings of the European countries for which exchange 
holdings were used consist mainly of dollar assets but include some sterling holdings. 
These latter holdings are relatively small, however. Official sterling holdings of all OEEC 
countries at the end of 1957 were $360 million (see International Financial Statistics, 


June, 1960, p. 260), while official dollar holdings were in excess of ten times this amount 
(see Federal Reserve Bulletin, March, 1959, Chart on p. 247). 
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have increased their gold reserves both in years of high and in 
years of low United States interest rates, and all except Colombia 
(which experienced large fluctuations in total reserves) have steadi- 
ly increased the proportion of total reserves held in gold. Increases 
in gold reserves of Austria and Portugal occurred primarily in 1958 
and 1959; United States interest rates were relatively low in 1958 
and high the following year. Italy increased its gold reserves 
throughout the period, while Greek gold purchases were concen- 
trated principally at the end of 1960. 

Three countries (Indonesia, Peru, and Spain) decreased gold 
holdings as total reserves declined from 1956 to 1958, and increased 
gold holdings again after total reserves rose. Peru added to its gold 
reserves in the fourth quarter of 1959 when yields on dollar assets 
were at a peak, and all three countries substantially increased gold 
reserves in the last quarter of 1960. In fact, the rise in Spanish 
gold reserves in the second half of the year was almost equal to the 
rise in total reserves. 

Variations in the proportion of gold to total reserves for the 
three remaining countries, France, Germany, and Japan, are shown 
in Chart 1. The decline in the gold proportion of French reserves 
that began in mid-1958 resulted from a sharp improvement in total 
reserves that more than offset substantial rebuilding of French gold 
reserves. The marked drop in holdings of convertible currencies at 
the end of 1959 resulted partly from large gold purchases and part- 
ly from slower additions to total reserves in consequence of special 
debt repayments. In 1960, French reserve gains were taken entirely 
in gold. 

The proportion of gold in German reserves increased steadily 
through 1957. In 1958 and 1959 it fluctuated primarily as a result 
of variation in official German dollar holdings. In 1959, when total 
German reserves declined, the reduction was in dollar holdings. The 
sharp decline in the gold proportion which began in the fourth quar- 
ter of 1959 and continued through the period of declining rates in 
1960 reflected additions of almost $2.5 billion to German reserves 
in the form of dollar assets. If, during this rise in reserves, Germany 
had continued to keep two-thirds of its reserves in gold, the addi- 
tional demand for monetary gold would have been about $1.5 
billion. 

The gold proportion of Japanese reserves increased from 1957 to 
1959 but declined thereafter, as gold holdings remained constant 
while total reserves continued to rise. Press reports indicate that 
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Japan postponed implementation of a long-range policy of increas- 
ing its gold proportion in order to avoid contributing to instability 
in the international financial system.® 

In summary, most of these eleven countries increased gold hold- 
ings at times of high as well as of low yields on dollar assets. Ger- 
many and Japan added large amounts to their dollar reserves in 


CHART 1 


PROPORTION OF FOREIGN-ExCHANGE ASSETS IN OFFICIAL RESERVES OF 
SELECTED COUNTRIES AND RATEs ON U.S. TREASURY BILLS 
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Norte.—Bill rate is quarterly average; reserve percentages are end-of-quarter data from 
International Financial Statistics. 


1960, but there is no indication that yields (which declined during 
the year) were a factor in these decisions. Changes in gold reserves 
of a few countries appear to have resulted from large fluctuations in 
total reserves. 

Eight countries experienced over-all declines in gold reserves. The 
gold proportion of Canadian reserves has declined since the end of 
1957; up to mid-1959 the decline resulted from a rise in dollar 
holdings, and after that time it stemmed mainly from a fall in gold 
reserves. Six countries (Argentina, Cuba, Egypt, Mexico, and 
Venezuela, plus the Union of South Africa, which does not maintain 


6. See the London Times, March 4, p. 11. 











370 The Journal of Finance 


substantial reserves in dollars) reduced gold reserves, as total re- 
serves declined in consequence of balance-of-payments deficits. 
Argentina and Mexico have added again to gold reserves as their 
total reserves were rebuilt. Swedish gold reserves declined by one- 
fourth in 1957 and early 1958 but remained stable thereafter. This 
decline, which is not explained in the annual reports of the Riks- 
bank, could represent an increased long-term preference for dollar 
assets but could not reflect a policy of cyclical variation in com- 
position of reserves. 

In conclusion, data on changes in reserves for these twenty-six 
countries show no evidence of shifts in the composition of reserves 
in response to changes in yields on dollar assets. 

Furthermore, on theoretical grounds one would not expect central 
banks and other official institutions that hold international reserves 
generally to base such major policy decisions as those affecting com- 
position of reserves on considerations of short-run profitability. 
Short-run fluctuations in the composition of reserve holdings, which 
resulted from weighing the return on investments against the poten- 
tial gain through holding gold, would be recognized as constituting 
speculation on a change in the price of gold and, as such, would be 
highly disruptive of both internal and international financial trans- 
actions.’ Shifts in reserve holdings between gold and dollars on the 
basis of short-run profitability could thus contribute directly to in- 
stability in international financial relations and make increasingly 
difficult the achievement of basic domestic objectives of the central 
banks. 

Gold purchases by some foreign central banks in the fourth quar- 
ter of 1960 undoubtedly did not contribute to the stability of the 
international financial system. However, if we assume that these 
purchases were precautionary, it is highly doubtful that they would 
have been smaller if yields on dollar assets had been maintained at, 
say, 1959 levels. 

Shifts of central bank funds among various types of dollar assets 
do not involve the dangers associated with implied speculation, and 
such shifts frequently occur with changes in the relative yields on 


7. In determining a long-run policy with respect to the composition of reserves, 
a central bank will, of course, have to consider both yields on foreign-exchange assets 
and the possibility of a change in the price of gold, along with a wide range of other 
factors. A long-run policy on amounts or relative proportions of gold and foreign 
exchange in reserves carries no presumption as to timing of a possible change in the 
price of gold (whether or not such a consideration is given appreciable weight in the 
formulation of the policy), and such a policy, therefore, does not imply an open 
element of speculation. 
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these assets; however, even movements of this type are small rela- 
tive to the total volume of official dollar holdings. 


FOREIGN PRIVATE DOLLAR HOLDINGS 


While there is no evidence that foreign official institutions adjust 
their gold holdings in accordance with changes in yields, shifts of 
funds among international money markets by banks and other pri- 
vate investors could lead to changes in foreign gold holdings, over 
and above the changes that might be associated with a particular 
payments surplus in deficit on the part of a reserve currency coun- 
try. For example, a shift of funds might cause a substitution of gold 
holdings (by official institutions) for liquid-dollar holdings (by 
banks and other private investors). This result would occur if 
private investors sold dollar exchange for another currency and if 
neither the commercial banking system nor the central bank of that 
country added correspondingly to its dollar holdings;* under these 
conditions, initial acquisition of the dollar exchange by the central 
bank would be followed by a purchase of gold and (assuming that 
this transaction added to net foreign purchases from the United 
States) to a corresponding reduction in the United States gold stock. 

Since some European central banks traditionally hold their re- 
serves in gold and most others take part of their reserve gains in 
gold, any large net movement of private funds from the United 
States to other major financial markets (except Canada) would 
probably lead to a reduction in the United States gold stock, al- 
though the extent of the reduction would be strongly influenced by 
the particular markets to which funds moved. Shifts of funds to or 
from Canada would be reflected primarily in pressure on the Ca- 
nadian exchange rate, since the Bank of Canada changes its re- 
serves little and permits transfers of funds to affect the exchange 
rate. 

We shall examine fluctuations in foreign private dollar holdings 
in order to estimate the extent to which variations in these holdings 
appear attributable to interest-rate movements or differentials. Anal- 
ysis of changes in the holdings of different geographical areas would 
assist in identifying movements that might have been associated 
with the transfer of funds between the United States and European 
money markets, but data are available separately only for Canada. 

The present study will be limited to examination of fluctuations 
in aggregate non-Canadian private holdings for two reasons, First, 


8. Or to holdings of the currency of another country, where the banking system 
was willing to increase its dollar holdings. 
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private dollar holdings of European countries probably account for 
three-fifths of total private holdings (excluding Canada), and these 
European funds are generally thought to be more likely to be 
shifted to European money markets than are Canadian funds. Sec- 
ond, the influence of balance-of-payments developments is likely to 
be much greater in the case of Canada and thus the changes at- 
tributable to interest-rate changes much less discernible than for 
other countries. While developments in the United States balance of 
payments may have an influence on the volume of private, as well 
as Official, dollar holdings of foreign countries, private Canadian 
dollar holdings appear likely to reflect changes in the Canadian 
balance of payments much more directly. The Bank of Canada’s 
policy of maintaining its reserves relatively stable has the result 
that a Canadian payments surplus or deficit leads immediately to a 
change in Canadian holdings of foreign exchange (almost exclusive- 
ly United States dollars) or in foreign short-term claims on Canada. 

To facilitate examination of the fluctuations in non-Canadian 
holdings, we have computed deviations of the holdings from a 
straight-line trend fitted to the data by the method of least squares. 
The results are compared in Chart 2 both with yields on United 
States Treasury bills and with the yield differential between United 
States and United Kingdom Treasury bills, after allowing for the 
cost of covering the foreign-exchange risk. We have also computed 
a second set of deviations from a trend line adjusted to minimize 
variations resulting from purely statistical factors. These deviations 
appear as the dotted line in the chart.® 

As shown in Chart 2, both private holdings (measured as devia- 
tions from trend) and interest rates have exhibited cyclical fluctua- 
tions, with changes in private holdings generally lagging behind 
those in interest rates. On the whole, variations in foreign private 
holdings appear to have corresponded more closely to changes in 
the absolute yield on United States Treasury bills than to changes 
in the covered differential between United States and United King- 
dom bills. This fact suggests that fluctuations in foreign private hold- 
ings may have occurred in response to changes in conditions in the 


9. In the third quarter of 1956 and again in the second quarter of 1957, certain 
dollar holdings previously reported as privately owned were included with official 
holdings (see Federal Reserve Bulletin, September, 1957, p. 1096). The overstatement 
of private holdings in published Federal Reserve figures from the end of 1955 to mid- 
1957 has been corrected by using estimates of the International Monetary Fund. These 
estimates may be derived from data on United States short-term liabilities to for- 
eign official institutions published in International Financial Statistics, June, 1958, 
p. 242. 
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United States market relative to those in a number of foreign money 
markets, rather than solely in response to changes between New 
York and London. This conclusion is in accord with other evidence; 
the reports of the Bundesbank indicate that German bank funds 
were repatriated from abroad in mid-1960 following increased mone- 
tary restraint in that country. 

However, it is also clear that factors other than interest-rate 
movements affected foreign private dollar holdings during the pe- 
riods in the last half of 1960; for example, speculative capital move- 
ments undoubtedly contributed to the decline in foreign private dol- 
lar holdings. Thus one should not expect to find an exceptionally 
close relationship between movements in an aggregate of foreign 
private holdings and a single interest rate or rate differential. On the 
whole, there seems to be sufficient correspondence between move- 
ments in rates and foreign private holdings to provide support for 
the thesis that interest-rate movements (or factors producing these 
movements) have affected such holdings.’° 

The extent of the influence of interest-rate movements or other 
money-market developments cannot be estimated with accuracy, but 
the amplitude of the fluctuations in the deviations of foreign private 
holdings from trend can assist in supplying some indication. As 
shown in Chart 2, the amplitude of fluctuations during the period 
1958-60 has been one of the magnitude of $0.3-$0.5 billion, depend- 
ing on the series used. These figures suggest that foreign private 
holdings might decrease by amounts ranging from $0.6 billion to 
$1 billion from a peak associated with high United States interest 
rates to a trough associated with low rates. 

The actual decline in foreign holdings (as distinct from the 
changes in deviations from trend) which began in mid-1960 con- 
tinued early in 1961 (not shown on the chart) and, through Feb- 
ruary, totaled $0.8 billion. However, a substantial portion of the 
decline could have been accounted for by speculative movements of 
funds connected with possible changes in foreign-exchange rates, 
and the entire decrease clearly cannot be attributable to changes in 
relative money-market conditions. 

Correspondingly, a part of the $1 billion increase in foreign pri- 
vate dollar holdings that occurred from late 1958 to early 1960 rep- 
resented increased working balances following the establishment of 


10. A coefficient of correlation of about 0.8 was obtained from a correlation of 
US. Treasury bill rates (as the independent variable) with adjusted deviations from 
trend of foreign private holdings lagged one-quarter of a year. Calculations involving 
other series produced smaller coefficients. 
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convertibility by major European countries. The opportunities for 
employing such working balances profitably have been substantially 
enlarged by the development of the Euro-dollar market.’ A Eu- 
ropean bank accepting deposits denominated in United States dol- 
lars (Euro-dollars) would have a United States dollar asset as a 
counterpart to its dollar liability, and a part of the rise in foreign 
bank holdings of dollars in 1959 undoubtedly represented such dol- 
lar assets. European banks attracted Euro-dollar deposits by paying 
interest (often in excess of rates payable on time deposits in United 
States banks), and they have used the deposit claims on United 
States banks which were thus acquired for various types of fi- 
nancing, especially foreign trade. So long as attractive opportunities 
exist for employing Euro-dollar funds for dollar financing, these 
funds are relatively unlikely to be shifted abroad in response to 
changes in money-market rates. 

Thus less than $1 billion of the fluctuations between peak and 
trough in foreign private dollar holdings can be attributed to inter- 
est-rate movements. This figure, as an outside limit, may be com- 
pared with total foreign private dollar holdings (excluding Canada) 
of $6 billion at the 1960 peak. A shift abroad of up to one-sixth of 
foreign private dollar holdings would lead to an increased demand 
for monetary gold by foreign central banks of somewhat less than 
the amount of funds shifted, unless the funds moved to those coun- 
tries that take all reserve gains in gold, and this apparently was not 
the case in 1960. The gold outflow associated with such a shift might 
therefore be quite small, relative to total foreign private holdings. 
If the movements of funds were recognized as the result of cyclical 
changes in interest rates and were thought likely to be reversed in a 
short time, there might even be no conversion of newly accruing 
dollars into gold by foreign central banks. 


CONCLUSION 


Our examination of the practices of foreign countries has shown 
no evidence that official reserves are shifted from dollar assets to 
gold (or vice versa) in response to short-term variations in interest 
rates. Some foreign private funds are undoubtedly shifted from 
dollars to other currencies in response to international interest-rate 
differentials, and such movements can probably be expected to lead 
to increased demand for monetary gold by foreign central banks. 


11. See Alan Holmes and Fred Klopstock, “The Market for Dollar Deposits in 
Europe,” Monthly Review, Federal Reserve Bank of New York, November, 1960. 
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Recent experience indicates that the volume of foreign private funds 
shifted abroad could be expected to be less than $1 billion. 

While this sum is not negligible, it is small in relation to recent 
changes in major components of the United States balance of pay- 
ments. For example, the improvement in the current account of the 
United States balance of payments from the 1959 average to the 
second half of 1960 was more than $5 billion at an annual rate. 
Similarly, in the last half of 1960 the net outflow on unrecorded 
transactions and United States short-term capital was at an annual 
rate close to $7 billion. 

In the light of these relative magnitudes, we may conclude that, 
so long as confidence in the United States dollar as a reserve cur- 
rency remains undisturbed, major changes in the international re- 
serve position of the United States are likely to result only from 
shifts in the balance of payments on current account or in capital 
movements that are reflected in changes in the United States pay- 
ments surplus or deficit. The United States payments position there- 
fore appears to represent an adequate guide to the external or in- 
ternational consequences of domestic financial policies. Moreover, 
the role of the United States as an international reserve center does 
not, at least at present, appear to impose significant restrictions on 
the range of domestic financial policies which this country is able 
to pursue. Effective arguments may exist for some of the recently 
proposed reforms to the international financial system, but the sensi- 
tivity of foreign-held dollar assets to international interest-rate 
movements does not appear to be among them. 
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A PROPOSAL FOR PRECISE DEFINITIONS OF 
“TRADING ON THE EQUITY” 
AND “LEVERAGE” 


PEARSON HUNT 
Harvard University 


ALMOST EVERY WRITER on business finance has described the man- 
ner in which, under favorable circumstances and by accepting cer- 
tain risks, the common-stock equity of a business may enjoy a rate 
of return higher than that earned by the corporation on its entire 
capital." In frequency of use as a term to refer to the process, the 
term /everage seems to have won out over its companion, trading on 
the equity. Sometimes “financial leverage” is used, and recently the 
terms “financial risk” or “internal risk”? have appeared as alter- 
nate phrases to indicate what is created when management chooses 
to increase the riskiness of the ‘equity investment in a corporation 
by the use of senior securities in its financing. 

Despite the long time that the consequences of introducing finan- 
cial risk into the capitalization* of a corporation have been known, 
there has been surprisingly little effort to give precision to the def- 
inition or to the analysis of the factors involved. The term “lever- 
age” is used ambiguously to refer to two approaches to the phenom- 

: : = 
enon which need to be separated and given separate names.| They 
are different aspects of the same thing—the use of financial risk— 
but they represent analyses from different points of view. In this 


1. See, e.g, A. S. Dewing, The Financial Policy of Corporations (5th ed.; New York: 
Ronald Press Co., 1953), pp. 836-43. B. Graham and D. L. Dodd, Security Analysis (3d 
ed.; New York: McGraw-Hill Book Co., Inc., 1951), pp. 556-62. H. G. Guthman and 
H. E. Dougall, Corporate Financial Policy (3d ed.; New York: Prentice-Hall, Inc., 
1955), pp. 102-4. R. W. Johnson, Financial Management (Boston: Allyn & Bacon, Inc., 
1959), pp. 38-40, 166-71. R. P. Kent, Corporate Financial Management (Homewood, 
Ill.: Richard D. Irwin, Inc., 1960), pp. 303-7. F. Lutz and V. Lutz, The Theory of In- 
vestment of the Firm (Princeton, N.J.: Princeton University Press, 1951), pp. 198-200. 
M. H. Waterman, in W. J. Eiteman et al. (eds.), Essays on Business Finance (Ann Arbor, 
Mich.: Masterco Press, 1957), pp. 90-113. J. B. Williams, The Theory of Investment 
Value (Cambridge, Mass.: Harvard University Press, 1938), p. 130. 

2. Robert W. Mayer, “Analysis of Internal Risk in the Individual Firm,” Analysts 
Journal, XV (November, 1959), 91-95. 


3. The term “capitalization” is used in this paper to mean the total of the funds 
raised on a long-term basis, whether debt, preferred equity, or common equity. The 
common equity, of course, includes all values belonging to that interest and not merely 
the stated value of the common stock. 
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article the author proposes to revive the term “trading on the 
equity” to refer to situations where management’s possible use of 
financial risk is being studied to determine the desired proportion 
of debt to equity for the corporation. Most of the texts on finance 
define “leverage” in this way and present tables showing the conse- 
quences to the rate of return on the common-stock equity of vary- 
ing proportions of senior securities in the capitalization, given con- 
stant amounts of earnings available from the operations of the com- 
pany.* In words, this aspect of leverage has been defined by Kohler 
(under the rubric “trading on the equity’) as follows: 





The increase in profit return resulting from borrowing capital at a low rate and 
employing it in a business yielding a higher rate; thus, if a business enterprise 
earns 10 percent on an investment of $100,000, it will net 16 percent for its 
owners if it is able to borrow half of the investment at 4 percent. The thinner 
(i.e., the less) the equity of owners, the greater will be the possibilities of 
higher rates of gain (and also loss) on their investment.5 


/ Books written from the investment analyst’s point of view regard 
“leverage” differently. Here'the proportions of the capitalization are 
regarded as given, and the consequences of the fixed charges upon 
the return to equity owners are regarded at varying levels of income 
before charges. Kohler defines this as “leverage” (capital)” as 
follows: 


The tendency of .. . residual net income to vary disproportionately with net 
income . . . . Capital leverage, referring to the distribution of income among 
the equities, is large when most of the capital is in the form of fixed commit- 
ments, such as bonded debt and preferred stock, and only a small proportion 
is in the form of common stock which receives all income after costs and fixed 
commitments, such as bond interests, are met; under such conditions small 
fluctuations in net income tend to produce large variations in earnings per share 
of common stock.® 


The two points of view mentioned above are each important for 
decision-making in the field of finance; therefore, the present author 
believes that they should be given different names. If ‘trading on 
the equity” does not appeal, then the two should be separated by 
such terms as “balance-sheet leverage” and “income statement le- 
verage,” although, as will be shown below, even the first use requires 
consideration of the amount of the fixed charges. “Trading on the 


4. By far the most complete and useful of presentations of this type is that of 
Waterman, op. cit. 


5. E. L. Kohler, A Dictionary for Accountants (Englewood Cliffs, N.J.: Prentice-Hall, 
Inc., 1952), p. 427. 


6. Op. cit., p. 254. See also Graham and Dodd, op. cit., p. 556, and Merrill Lynch 
et al., How To Read a Financial Report (New York: The authors, 1959), pp. 18-19. 
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1e equity” is a term long used in finance, and its revived use in the 

of meaning defined by Kohler would serve to remove ambiguity. At 

n least in the present article, that practice will be adopted. 

ce It is also somewhat surprising that very few attempts have been 

e- made to express the degree of leverage in any precise way, or to de- 

y- scribe with any precision how much any changes in debt-equity pro- 

n- portions will affect the rate of return on the common stock—in the 

n- case of trading on the equity—or how much a change in operating 

er earnings will change the earnings on the common stock—in the case 
of leverage.’ Since the author believes that description and analysis 

nd will benefit from such measures, they are presented below. 

ise 

its TRADING ON THE Equity (BALANCE-SHEET LEVERAGE) 

a | It is proposed that trading on the equity be defined as: The use of fixed (or 

of limited) charge securities in the capitalization of a company, measured by the : 
ratio of (1) the rate of return on the existing common-stock equity to (2) the I 

-d rate of return on the entire capitalization as it would have been if there were . 

me 5 only common stock outstanding.® - 

yn The ratio of trading on the equity can be expressed in symbolic . 

ne terms, and the following derivation has been prepared. The reader t 

as) may be surprised to note, as the author was, that, under present tax , 
regulations, the effect of income taxation cancels out when debt is is 

et used as the agency for trading on the equity.® Let - 

“4 ' C = The total capitalization of the corporation. (This value «? 

on / and its components may be measured at book value or at ae” oe 

ed market value, depending on the purposes of the analyst.) yiae 

all D = The proportion of debt and preferred stock in the total * . 

re capitalization, O=D<1. 

S = The proportion of common stock in the total capitaliza- IZ 
™ tion. O—S=1. (Clearly, D+S=1.) 
. , i = The cost of debt, expressed as a rate of interest. e 
m F = The interest charges, or the product’ CDi. F 
Ny F’ = The preferred dividend requirements: 

e- t = The rate of taxation on income. 

es 6 = The complement of the rate of taxation, or (1 — ¢). 

e Y = The amount of earnings available before interest and taxes. 

of 7. See, however, James E. Walter, “The Use of Borrowed Funds,” Journal of Busi- 
ness, XXVIII (April, 1955), 138-47; also Johnson, op. cit., pp. 166-71. 

ill, 8. This measure is Walter’s first definition of “leverage” (op. cit., p. 140). 

9. At first glance, Walter’s formulation seems contrary, but the difference is due to 

ch the fact that he computes from earnings after taxes and the present author begins with 

E.B.1.T. (Walter, op. cit., p. 141; see also Waterman, op. cit.). 
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E = The amount of earnings available to the common equity 
after interest and taxes. Where only debt precedes the 
equity, E= (Y — F) —(Y— F)t=(Y —F) (1—#) 


= (Y —F)9é. 
T = The times interest earned, on a before-tax basis, i.e., 
Y 
T=—. 
F 


Using these symbols, one arrives at the ratio of trading on the 
equity as defined by comparing the rate of return on common-stock 
equity to the return on the total ene as follows: 


E/CS _{(¥ bet 2 Y-—F 
Ve"! “\Gy)- 7 3 ~=(-7 7): 

The first form of the ratio tells us that its value will be unity 
when the rate of earnings on total capitalization is equal to the rate 
of return on the stock portion. The last form tells us that the ratio 
will have the value of unity when there is no internal risk (S = 1 
and F = 0). What appears clearly is that the effect of trading on 
the equity is increased as one reduces the proportion of stock in the 
total capitalization but that this effect is modified by the proportion 
of fixed charges to total earnings that must be incurred in order to 
raise funds from senior securities.’® It is this latter most important 
fact that is not visualized by those who — the extent of trading 
on the equity by the equity ratio alone. 

Because financial analysts frequently use “times interest earned” 
as a ratio to test the risk characteristics of a corporation’s capitali- 
zation, it is interesting to see that the formula just derived can be 
expressed in terms of this familiar ratio, which im the symbols used 
here is defined on a before-tax basis as Y/F, or T."' The term 


10. If preferred stock were used as well as debt, the tax factor appears in a way 
which expresses the burden of the preferred stock on a before-tax basis. The symbol F’ 
is used to represent the preferred dividend requirement, and the formula becomes: 


1 ( F 
Bf Fh x 
WTF 
Where financial leases are important, they should be recognized as part of the total 
capitalization, so that the value of S reflects the existence of the leases. 
11. When preferred stock appears, 
T= Y | 
F+(F’/@)1’ 
[ ( ‘ss — 1 ) /T\ 


still results, so long as T is computed on an “over-all” and “before-tax” basis. 


but the relationship 
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(Y — F)/Y then becomes (T — 1)/T, and the analyst can easily 
compute the ratio of trading on the equity from ratios with which 
he is very familiar, for it is (1/S)[(T — 1)/T]. 

Let us assume for a moment that management has in mind a level 
of earnings (Y) which it considers as the base with reference to 
which the consequences of varying proportions of debt in its capi- 
talization are to be studied. This is surely a key step in the thinking 
needed to establish a proper debt-equity relationship. 

Chart 1 has been prepared to show how the advantage of trading 
on the equity varies with changes in the debt-equity proportions 
that can be selected by management. The exact shape of the line 
varies with the values assigned to the constants, but the lesson is / 
clear that the effect (advantage or disadvantage) of trading on the” 
equity is approximate to, but always less faverable than, the recip- 
rocal of the proportion of common stock in the capital structure.” 
The lower the amount of fixed charges required to carry the senior 
capital, the more effective is its use. The principal lesson to be + 
drawn from Chart 1 is that the advantage of trading on the equity 
grows more rapidly than the proportion of debt in the capitaliza- 
tion of the firm, so that significant gains in the return on equity can 
be obtained even by the use of modest proportions of senior securi- 
ties. 

Before turning to application of the new formula to actual in- 
stances, we shall develop a formula for leverage, so that the use of 
the two can be studied together. 


LEVERAGE (INCOME-STATEMENT LEVERAGE) 


Once the capitalization of a company has been established, the 
interest shifts to an analysis of the consequences of changes in the 
earning power of the firm upon the earning power of the equity in- 
terest. Obviously, the relationship already established could be used 
to provide this analysis, by holding S and F constant and studying 
the effects of varying levels of Y. If this were done, we would be 
studying rates of return on capitalization and on equity, and the 


12. The lines in the positive quadrant of Chart 1 resulted from assigning the follow- 
ing values: C= 1.00; Y¥ = 0.20; i= 0.05; F=iC (1 —S). The mathematically in- 
clined reader will be interested to know that 

d _(ic/Y)-1 
ds S? . 
The solid line shown in this quadrant is a case of the set where Y > F. When ¥Y < F 


(as — 0.20), a similar curve can be plotted in the negative quadrant, but it is asymmetri- 
cal because the effect of the fixed charges is to increase the losses to the equity holders. 
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nature of this relationship is easily stated. At any level of E.B.I.T. 
greater than fixed charges, any change in the rate of return on the 
total capitalization can be transformed into a change in the rate of 
return on the equity portion by multiplying the former value by the 
factor 1/S. Thus, if the equity ratio is 0.5 and the ratio Y/C changes 
from 10 to 11 per cent, the ratio E/S will increase by 2 per cent. 


CHART 1 
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As indicated above, however, most analysts seem to think in 
terms of changes in amounts of earnings at the two levels without 
referring them to the amounts of capital involved, and this approach 
seems more meaningful to the present author. Hence-it is proposed 
that the term Jeverage be defined and measured as follows: The ef- 
fect on changes in earnings under conditions-where—the-capializa- 
tion is not altered, created by the use of fixed (or_limited) charge 
securities in the capitalization-of-_a-company reasured—by-the ratio 
of (1) the rate of growth in earnings available to the common-stock 
equity to (2) the rate of growth of earnings before interest and 
taxes. 

Using this definition, a ratio of unity will, as in the previous case, 
express a situation in which there is no effect from leverage, with 
values greater or less than unity representing favorable or unfavor- 
able conditions. Here, again, the tax rate disappears as a factor when 
debt is the only type of senior obligation. In addition to the previous 
symbols, let y =a change in Y and e =a change in E caused by 
the occurrence of y. 

Since, by definition, there is to be no change in F, e =4¥7 Oy 


veverte= 6" fey epyalS) 9 
severage y/Y (Y—F)6 y <7 


That is to say that the leverage is proportional to the net incom 
before interest and taxes divided by the net income after interes 
but before taxes.!* Here the amount of the fixed charges is the “ful- 
crum” on which the amount of leverage depends. As another author 
has expressed it: “There might be some point to considering the 
rate of interest paid as the fulcrum used in applying . . . forces 
through leverage. At least it suggests consideration of the pertinent 
variables. . . .”** 

In terms of the familiar ratio of times interest earned, the for- 
mula for leverage can then be expressed as T/(T — 1). This is the 
reciprocal of the factor developed in the previous formula. That is 
to say that the leverage of a given financial structure is quickly 
found from the fixed-charge coverage by dividing the coverage by 
its amount reduced by 1. 


13. If preferred stock were used as well as debt, the ratio would become: 
y 
Y — (F+(F’/@)] © 
14. Waterman, op. cit., p. 91. 
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As can easily be seen, the only quantity that controls the leverage 
is the difference between earnings before fixed charges and the fixed 
charges themselves. Chart 2 has been prepared to show more clearly 
what the relationship is.’° It will be seen, as is well known to invest- 


15. The lines in Chart 2 resulted from assigning a value of 1 to F. Y was allowed to 
vary from negative to positive values. Note that 


dL/dF=—1/(Y-F)?. 
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ment experts, that the leverage is spectacular in size whenever fixed 
charges are nearly the same in their amount as the size of the earn- 
ings available to cover them. When coverage ratios are anywhere 
near the range called for by conservative standards of risk, leverage 
has no such dramatic effect, although its effects are still important. 
Some ‘‘cold comfort” can be derived from the fact that unfavorable 
leverage also loses its effect rapidly. 


APPLICATION OF THE RATIOS 


In order to show how the proposed ratios give new and useful 
precision to the description and analysis of specific securities, Table 
1 has been prepared. The companies have been selected to show a 


TABLE 1 id 
Per Cent Ratio of Trad- 
Common ing on the Ratio of 
Equity Equity Leverage 
Chemical companies: 
Le ee 79 1.21 1.05 
E. I. DuPont de Nemours & Co........... UI 07 1.03 
Utilities: 
Gas 
Transcontinental Gas Pipe Line........ 19 2.69 2.00 
Electric 
American Electric Power Co............ 38 1.80 1.45 
Cleveland Electric Illuminating Co...... 46 1.72 1.27 
Telephone 
AT & TF Compolidated. .........-.ccccese. 34 1.38 1.10 
Ohio Bell Telephone Co................ 97 1.02 1.01 
EEE SRE WR sas oon ws asc cee 59 1.48 1.15 
Railroad: 
Chicago & Northwestern Railway Co...... 54 0.49 37 .40 


range of policies in the use of internal risk. (In each case, the results 
of 1959 have been used, together with the year-end balance sheet.) 

Dow Chemical, for example, has long been cited as an example of 
a company that has effectively used borrowed money to the advan- 
tage of its common holders. By the use of the proposed ratios, we 
can see that the rate of return on the common equity is one-fifth 
better than if an all-stock capitalization plan had been used. We 
can also see that changes in the level of earnings from the 1959 level 
do not offer (or threaten) great changes from the present situation. 
The DuPont situation, which is offered as an example of a more 
conservative policy, provides less advantage from its small use of 
preferred stock. 

The examples in the utilities field run the range from Transcon- 
tinental Gas Pipe Line (with its assurance of a high and steady level 
of sales) to two electric utilities with capitalization of the type 




















¢ 
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more frequently encountered, and on to the AT&T system, with two 
extreme cases taken from the AT&T subsidiaries. It will be seen, as 
a student of the charts would expect, that debt positions in the mid- 
dle ranges give results that are quite different from an all-stock pro- 
gram and that leverage begins to play an important part as the stock 
proportion drops below 50 per cent. 

The case of the railroad is introduced to show that the real “‘ful- 
crum” of any situation involving the use of internal risk is the re- 
lationship of earnings to fixed charges. Although the C&NW Rail- 
way has 54 per cent common stock on its balance sheet, fixed 
charges nearly equaled earnings in 1959, and there was a low rate of 
return on invested capital. Trading on the equity had an unfavor- 
able effect, and the stock was “highly leveraged” in the sense used 
by stock-market traders. 


CONCLUSION 


The definitions and the formulas presented here are offered as 
useful refinements to the description and analysis of the conse- 
quences of introducing financial risk into a corporation in addition 
to the operating risks of the business. By their use, managements 
can see more clearly what advantage they may create for their com- 
mon-stock holders by the use of senior securities. In doing this, they 
will be reminded that the cost of senior capital is a factor in their 
choice. Financial analysts and investors may also find a better 
measure of the quantities of gain or loss that are possible from taking 
positions in “leveraged situations.” Here, again, the coverage of 
the fixed charges is seen to be an important factor. Consideration of 
capitalization ratios is not enough. 

More generally, the relationships as shown by the deats indicate 
that, because the dramatic effects of high leverage are limited to sit- 


‘ uations in which fixed charges are close to earnings, the number of 
U “highly leveraged” situations existing in the markets at any time is 


sure to be few. The possibilities of long-term high rates of return 
that occur because of trading on the equity are, on the other hand, 
more stable and more significant. A firm with debt and a conserva- 
tive earnings coverage will not offer startling changes in its earnings 
per share in a short-run period, but it can offer a long-run perform- 
ance at the common-stock level that is better than a similar firm 
that has not chosen to accept internal risks. There is strong evi- 
dence available elsewhere that this advantage will be reflected in in- 
vestor interest and hence in market price. 
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FEDERAL REVENUES FROM TAXING MUNICIPALS 


Henry J. FRANK 


Princeton University 


THE INCOME RECEIVED as interest from securities issued by states 
and local governments, known in financial circles as “municipals,” 
is not subject to taxation under the federal individual and corpora- 
tion income tax laws. Because purchasers of such securities value 
this exemption from taxation, they will accept a lower rate of inter- 
est for a bond that is tax-exempt than for one that is fully taxable. 
The proposal that the federal government tax the income from mu- 
nicipals has been considered intermittently for the last fifty years. 
The arguments pro and con have usually been stated in legal and 
political terms, and on a few occasions they have been reduced to 
economic terms. Were the income from municipals subject to fed- 
eral income taxation, how much revenue would the United States 
Treasury realize? What proportion would come from states and 
local governments in the form of higher interest rates? What 
proportion would come from investors in such securities? 


CURRENT INTEREST IN THE PROBLEM 


Interest in the tax immunity of municipals was kindled by the 
Committee on Ways and Means of the United States House of Rep- 
resentatives when it announced that it would hold hearings on the 
revision of the federal income tax laws, including the possible taxa- 
tion of state and local government securities. A panel discussion of 
the subject was held before the Committee on November 24, 1959, 
and the papers of the seven panelists were published in advance in 
the Tax Revision Compendium.’ Current suggestions that income 
from municipals should be taxed have come (among others) from 
the Committee for Economic Development; Dan Throop Smith, 
now professor of finance, Harvard Graduate School of Business 
Administration, formerly special assistant to the United States Sec- 


1. U.S. Congress, Tax Revision Compendium: Compendium of Papers on Broadening 
the Tax Base, Submitted to the Committee on Ways and Means (November 16, 1959), 
pp. 679-791. A general non-academic discussion of what the House Ways and Means 
Committee hoped to accomplish by all the hearings on the federal income tax laws 
written by Congressman Wilbur D. Mills, its chairman, appeared in Life, XLVII (No- 
vember 23, 1959), 51-60. 
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retary of the Treasury; and Roland I. Robinson, adviser, Division 
of Research and Statistics, Board of Governors of the Federal Re- 
serve System.” Strong statements in defense of the status quo have 
come from Austin J. Tobin, chairman of the Conference on State 
Defense and Executive Director of the Port of New York Author- 
ity; John J. Gunther, general counsel of the United States Confer- 
ence of Mayors; and Harry L. Severson, financial economist and 
bond analyst.* 

Those recommending the taxation of municipals are primarily con- 
cerned with equity considerations. They view such securities as a 
tax shelter for the wealthy, since income derived from interest pay- 
ments by state and local governments is not subject to progressive 
income tax rates. They believe that the ability of investors to choose 
between tax-exempt and taxable investments leads to a misalloca- 
tion of capital, i.e., capital does not go into the most productive 
uses. They also feel that, because governmental units can borrow so 
cheaply, they abuse the privilege, and those with the most need for 
funds pay the highest interest rates and get the least advantage from 
the immunity. Some protagonists of taxation of municipals are con- 
cerned with the “tax loss” to the United States Treasury. 

The defenders of the status quo are concerned primarily with the 
political sovereignty of states and local governments. Any infringe- 
ment of intergovernmental tax immunity is considered an opening 
wedge for centralism into our federal system. They are afraid that 
the additional costs of financing public works, if interest from mu- 
nicipals were taxable, would lead to the postponement or abandon- 
ment of many desirable projects, such as schools, roads, sewers, 
hospitals, and similar governmental capital items. Since most state 
and local tax patterns are regressive, additional interest costs fi- 
nanced through local taxation would tend to offset federal revenues 
derived from the progressive income tax. Those opposed to the taxa- 
tion of municipals contend that a constitutional amendment per- 


2. Committee for Economic Development, Growth and Taxes, Steps for 1961 (New 
York, N.Y.: February, 1961), p. 14; Dan Throop Smith, “A Program for Federal Tax 
Reform,” American Economic Review, L, No. 2 (Menasha, Wis., May, 1960), p. 478; 
Roland I. Robinson, Postwar Market for State and Local Government Securities 
(Princeton, N.J.: Princeton University Press, 1960), chap. 6. 

3. Austin J. Tobin, “Immunity of Municipal Bonds—Current Problems,” Municipal 
Forum of New York (October 29, 1959); John J. Gunther, “The Exemption from 
Federal Taxation of Income from State and Local Bonds,” Research Report of the 
United States Conference of Mayors (Washington, D.C., December, 1959) ; Harry L. 
Severson, “Tax Exemption on State and Local Bonds Seen in Jeopardy,” Daily Bond 
Buyer (June 29, 1959). 
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mitting their taxation is necessary, while many proponents believe a 
non-discriminatory tax statute is sufficient. 

The possible taxation of municipals has been considered every 
few years since the passage of the Sixteenth Amendment to the 
United States Constitution. The history of these attempts has been 
traced by George E. Lent in a recent article.* Congressional hear- 
ings have been held on this subject on many occasions. A half-dozen 
definitive studies of the subject of tax-exempt securities have been 
made in the last three decades. So long as the exemption remains, 
it will be a fertile field for discussion, research, and dispute. 

Currently published estimates of the possible yield to the United 
States Treasury of taxes on the income of municipals vary from 
$550 million to $800 million. The United States News and World 
Report estimates the yield at $700 million; Vance N. Kirby esti- 
mates potential yield to be $600 million; James A. Maxwell es- 
timates a yield of $550-$680 million; and Harvey E. Brazer esti- 
mates a yield of $800 million.® The United States News and World 
Report and Vance N. Kirby arrived at their estimates by rough ap- 
proximations. Maxwell and Brazer cite Robinson as their basic 
source of information and make rough guesses based on his calcu- 
lations. Robinson disdained making an estimate of the potential loss 
to the United States Treasury from the tax immunity of municipals 
and confined his analysis to the division of the so-called ‘“‘tax-exemp- 
tion subsidy” between states and local governments, on the one 
hand, and investors, on the other.® 

The purpose of this article is to develop refined estimates of the 
tax revenues that would have been received by the United States 
Treasury if the income from municipals had been subject to full 
current-income taxation. These tax-yield estimates will then be di- 
vided between the two contributing sources: the investors in state 
and local securities and the issuers of such securities. The financial 
magnitudes of the problem will be examined without commenting 
on the merits of the position of the opposing parties. 


4. George E. Lent, “The Origin and Survival of Tax-exempt Securities,” National 
Tax Journal, XII (December, 1959), 301-16. 

5. U.S. News and World Report (January 18, 1960), p. 63; Vance N. Kirby, “State 
and Local Bond Interest,” Tax Revision Compendium, p. 687; James A. Maxwell, “Ex- 
clusion from Income of Interest on State and Local Government Obligations,” Tax Re- 
vision Compendium, p. 712; Harvey Brazer, “Interest on State and Local Bonds and 
the Federal Income Tax,” Tax Revision Compendium, p. 727. 

6. Robinson, op. cit., p. 189. 
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LocaAL DEBT AND INTEREST PAYMENTS 


With the promulgation of the 1957 Census of Governments, a 
great deal of information on the debt status and interest payments 
of states and their civil subdivisions become available. The total 
amount of state and local debt outstanding at the end of fiscal year 
1957, divided between long-term and short-term and between state 
and local, is given in the accompanying table. 








Total State Local 
Long-term debt.......... $50 , 844, 566,000 $13,521,970 ,000 $37 , 322,596,000 
Short-term debt......... 2,194,779 ,000 216,080,000 1,978,699 ,000 
| Serene $53 ,039 , 345 ,000 $13 , 738,050,000 $39 , 301 , 295,000 


This is the total amount of debt outstanding of each state and of 
each local government at the end of its own fiscal year ending dur- 
ing calendar year 1957.’ For all but four of the 48 states, this date 
was June 30, and for the vast majority of local governments the 
date was either June 30 or December 31. These figures include some 
non-interest-bearing obligations and some matured but unredeemed 
securities and the obligations of the District of Columbia. The 
United States Secretary of the Treasury annually estimates the 
total amount of interest-bearing state and local government securi- 
ties outstanding and their ownership by broad classes of investors. 
His estimate for June 30, 1957, was $51,840,000,000.* The Bureau 
of the Census figure for the total amount of interest paid to all bond 
and note holders by all states and their subdivisions in 1957 (i.e., 
each unit during it own fiscal year) was $1,375,215,000. On the as- 
sumption that the interest is distributed among creditors in the 
same proportion as their holdings of state and local obligations, this 
sum is prorated as shown in Table 1. 

Assuming that all state and local obligations outstanding in 1957 
were fully taxable under the federal income tax laws, additional in- 
terest would be payable by all issuers to all holders. To determine 
accurately the total amount of additional interest that would have 
been payable, one would have to know the time and market situa- 
tion at the floating of each loan, the current ownership of each and 
every governmental obligation still outstanding, and the net income 
of all investors now owning, or who previously owned, such secvri- 
ties. This is, of course, impossible; hence the alternative is to de- 


7. U.S. Bureau of the Census, U.S. Census of Governments: 1957, Compendium of 
Government Finances, II, No. 5 (July, 1959), 67. 


8. U.S. Secretary of the Treasury, Annual Report for the Fiscal Year Ended June 
30, 1960 (1961), Table 51. 
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velop measures of the average difference in interest rates between 
taxable and tax-exempt obligations and apply those differences to the 
aggregate of municipals outstanding. The additional aggregate in- 
terest payable on all municipals is assumed to be distributed in 
proportion to the holdings of state and local obligations. 


CALCULATING THE DIFFERENTIAL 
In order to estimate the difference in interest rates between tax- 
able and tax-immune obligations, the yields of corporate securities 


TABLE 1* 


DISTRIBUTION OF OWNERSHIP AND INTEREST PAYMENTS, 
STATE AND LOCAL GOVERNMENT SECURITIES, 
JUNE 30, 1957 





Estimated 

Amount Distribution Interest t 
Owners ($000,000) (Per Cent) ($000,000) 

MN eo aisiecxk- ose ne wencnce 51,840 100.00 1,379.2 
United States government........ ee 237 .46 6.3 
States and localities........... ~ 5,800 11.19 153.9 
Non-taxable corporationst............ 4,015 7.74 106.4 
Life insurance companies. ... . 5a 2,325 4.48 61.6 
Mutual savings banks......... nee 696 1.34 18.4 
Miscellaneous investors......... 994 1.92 26.4 
Taxable corporations............ ess 19,880 38.35 527.4 
Casualty insurance companies. . 5,045 9.73 133.8 
Commercial banks............. 13,342 25.74 354.0 
Business corporations............... 1,493 2.88 39.6 
_ | SE ee eee 21,908 42.26 581.2 


* Sources: U.S. Secretary of the Treasury, Annual Report for the Fiscal Year Ended June 30, 1960 (1961), 
Table 51. U.S. Bureau of the Census, U.S. Census of Governments: 1957, Compendium of Government Finances, 
Vol. III, No. 5 (July, 1959), pp. 66, 82. 


t For fiscal year July 1, 1956—June 30, 1957, prorated according to ownership on June 30, 1957. 

t Not taxable under the general provisions of the federal Corporation Income Tax Act. 
and municipal securities that are alike in all respects except taxa- 
bility of the interest payments in the hands of the recipient must be 
compared. A close approximation of the over-all differences between 
taxable and tax-immune obligations can be made by reference to 
indexes published by Moody’s Investors Service of New York City 
of the yields of these types of obligations. Since corporate and mu- 
nicipal bonds are both given ratings of Aaa, Aa, A, Baa, etc., by this 
company, with the ratings indicating a decreasing amount of pro- 
tection to the bondholders, the differences in the yields will measure 
the value of the tax-exemption privilege. Thirty bonds are used for 
each rating to determine the corporate index, or a total of 120 for 
the top four ratings; five bonds were used for each rating to deter- 
mine the municipal index, or a total of 20 for the top four ratings. 


The average of each index for four recent fiscal years appears in 
Table 2. 
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The differences in yield between corporates and municipals are 
usually greatest for bonds of the highest rating (Aaa), and they de- 
cline as the ratings decline. This is not universally true: in 1954 the 


TABLE 2* 


DIFFERENTIAL OF LONG-TERM INTEREST RATES 
TAXABLE VERSUS TAX-EXEMPT 
(Distributed Issue Indexes, Fiscal Years 1956-57 to 1959-60) 
Fiscat YEAR AVERAGE Moopy’s RATINGS 
Juty—JuNE or RATIN Aaa Aa A Baa 
Corporatesf (taxable) 
(Number of bonds 


in index)... (120) (30) (30) (30) (30) 
Yields: 
1956-57........ 3.89 3.64 3.75 3.88 4.30 
1957-58 3 4.20 3.81 3.99 4.20 4.80 
1958-59. ....... 4.40 4.11 4.22 4.41 4.85 
1959-60........ 4.81 4.51 4.66 4.84 5.24 
Municipalst (tax-ex- 
empt) 
(Number of bonds 
in index)........ (20) (5) (3) (5) (5) 
Yields: 
1956-57. . 3.29 2.82 3.07 3.37 3.90 
1957-58. . 3.42 2.98 3.24 3.45 4.06 
1958-59. ... 3.58 3.15 3.39 3.66 4.11 
1959-60....... 3.83 3.43 3.64 3.91 4.35 
Differences in yields:t 
9956-57... ...... 0.60 0.82 0.68 0.51 0.40 
1957-58... «2... 0.78 0.83 0.78 0.75 0.74 
1958-59....... 0.82 0.96 0.83 0.75 0.74 
1959-60........ 0.98 1.08 1.02 0.94 0.89 


* Sources: Moody’s Investors Service, Moody's Industrial Manual, 1959, pp. a18-a20; Moody’s Municipa 
and Government Manual, 1959, p. a21; and Moody’s looseleaf services (New York, 1959, 1960). 

t Fiscal-year average of a monthly index computed by Moody’s Investors Service. 

t Annual average of the monthly differences between the two indexes. 
differences in the annual indexes of the Aa’s was greater than the 
Aaa’s, and in 1951 and 1958 the difference in the Baa’s were greater 
than the better-rated bonds. In Table 2 the difference between the 
two indexes for each calendar month was averaged for each of four 
recent fiscal years. 

Do the differences of the indexes measure the value of the tax- 
exemption privilege? Some economists believe that they do.’ Others 
accept the difference between the Aaa indexes as the measure of the 
differential." On the assumption that, in the absence of exemption, 

9. Robinson, op. cit., and Maxwell, op. cit. 


10. Harry L. Severson, a financial economist and bond analyst, of Forest Hills, New 
York, suggests this measure. See also Kirby, op. cit.; George E. Lent, The Ownership 
of Tax-exempt Securities, 1913-1953 (“National Bureau of Economic Research, Inc., 
Occasional Papers,” No. 47 [New York, 1955]), pp. 60-65; Lyle C. Fitch, Taxing Munici- 
pal Bond Income (Berkeley, Calif.: University of California Press, 1950), pp. 12-28; 
Lucile Derrick, “Exemption of Security Interest from Income Taxes in the United States,” 
Journal of Business, XTX, No. 4, Part 2 (October, 1946), pp. 38-54. 
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the municipal yields would not exceed the corporate yields, then the 
yield differentials measure the value of the immunity. This implies 
a further assumption that states and localities are now taking full 
advantage of the economic value of the tax immunity. Unfortu- 
nately, this is not so. Municipalities and states do not, and often 
cannot, cater to the market the way corporations about to float a 
bond issue do. Instead of dealing with a firm of investment bankers 
as financia! advisers, states and municipalities usually “go it alone” 
until they throw the issue up for competitive bidding. By that time 
it is often too late to get the issue into the best shape for the current 
market. Most states and municipalities refuse to designate a New 
York City or Chicago paying agent or registrar, even though such a 
practice brings down the interest rate. Legal opinions are provided 
by local attorneys only, whereas an opinion by a well-known firm 
of municipal bond attorneys in New York or Chicago would bring 
down the interest costs. In the case of revenue bonds, a nationally 
known consulting engineer is almost as important as the bond at- 
torneys. Maturities are often set to conform to statute and not to 
market conditions. Many other factors in the floating of the bond 
issue serve to indicate that part of the value of the tax immunity is 
being given away. This is probably least true in the case of Aaa 
bonds, but more of the value of the immunity is given away as rat- 
ings decline. 

A better measure of the “differential” has become available in 
the past few years. The Investment Bankers Association of Amer- 
ica since July, 1956, has tallied the median reoffering yields of gen- 
eral obligations of states and municipalities on a monthly basis and 
by Moody’s ratings. Moody’s Investors Service, since 1951, has 
prepared an index of yields of newly issued corporate securities, 
also on a monthly basis and by their ratings. The yields on newly 
issued corporates are almost always higher than the yields on dis- 
tributed issues because the seasoning process has not started. New- 
issue yields give a more accurate description of changing credit con- 
ditions than do the yields on seasoned securities.’ In the case of 
municipals, there is only a small secondary market, and therefore 
no real seasoning of an issue ever takes place. Table 3 shows the 
fiscal-year average of the monthly index of yield of newly issued 
corporates and the fiscal-year average of the monthly median yields 
of new-issue reofferings of 20-year general obligations. The lower 


11. Andrew F. Brimmer, “Credit Conditions and Price Determination in the Corporate 
Bond Market,” Journal of Finance, Vol. XV (September, 1960), 355. 
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section of the table shows the comparison between the two series 
for four recent fiscal years.'* The differences were computed for ev- 
ery month in which there were new issues of corporate securities of 
the rating shown, and only those differences were averaged to ob- 
tain the fiscal-year difference in yields. 


TABLE 3* 


DIFFERENTIAL OF LONG-TERM INTEREST RATES 
TAXABLE VERSUS TAX-EXEMPT 


(New-Issue Indexes, Fiscal Years 1956-57 to 1959-60) 


Fiscat YEAR AVERAGE Moopy’s RATINGS 
Juty-June or RATINGS Aaa Aa A Baa 
Newly issued corpo- 
ratest (taxable) 
weighted average 


Yields: 
9966-57... 4.56 4.25 4.24 4.61 5.12 
ee eee 4.53 4.14 4.31 4.50 5.16 
1958-59......... 4.72 4.35 4.54 4.82 5.16 
1959-60. 5.13 4.94 5.01 5.19 5.39 
New-issue reofferingst 
20-year general obli- 
gations (tax-exempt) 
median 
Yields: 
See 3.22 2.74 2.97 3.39 3.78 
1957-58......... 3.31 2.86 3.05 3.47 3.85 
1958-59........ 3.48 3.07 3.30 3.62 3.94 
1959-60. 3.71 3.34 3.50 3.84 4.16 
Differences in yields: g 
Sa 1.31 1.45 1.28 1.21 1.28 
1957-58... 1.24 1.32 1.25 1.08 1.32 
1958-59. ... 1.24 S.22 1.24 1.19 2 
1959-60. 1.43 1.59 1.51 1.33 1.27 


* Sources: Moody’s Investors Service, Moody’s Municipal and Government Manual, 1960, page a23 and 
Moody’s Bond Survey, a looseleaf service ‘(New York, N.Y.: 1959, 1960). Investment Bankers Association of 
America, 7BA Statistical Bulletin (Washington, D.C.: 1956 1961). 


t Fiscal-year average of a monthly index computed by Moody’s Investors Service. 
¢ Fiscal-year average of a monthly index computed by Investment Bankers Association of America. 


§ Annual average of the monthly differences for months when there were new issues of comparable cor- 
porate securities. 


The differential derived from the IBA and newly issued series 
comes close to describing the true difference between taxable and 
tax-exempt securities. Because revenue bonds, which usually sell at 
higher yields, are not included in the IBA series, a slightly lower 
differential would be obtained, were they used. Only rarely does a 
revenue bond carry an Aaa rating; hence the index of yield of this 
rating is not affected by the exclusion. 

Although the differential on long-term securities is of utmost con- 
cern for most borrowing state and local governments, the differen- 


12. This measure was first used by Cushman McGee, “Exemption of Interest on 
State and Municipal Bonds,” Tax Revision Compendium, p. 754. 
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tial on short-term securities is highly important to those communi- 
ties financing themselves with tax-anticipation notes, bond-anticipa- 
tion notes, interest-bearing warrants, and similar short-term debt. 
The total amount of short-term state and local government debt 
outstanding at the end of the fiscal year has hovered around $2 bil- 
lion for the last five years. If this is taken as an approximation of 
total annual short-term debt, it amounts to from one-third to one- 
quarter of annual new issues of long-term debt. Ordinarily, it is ex- 


TABLE 4* 
DIFFERENTIAL OF SHORT-TERM INTEREST RATES 
TAXABLE VERSUS TAX-EXEMPT 
(Fiscal Years 1956-57 to 1959-60; Yields in Per Cent) 


AVERAGE ANNUAL YIELDS (INTEREST RATES) 
Taxable Short-Term Securities 


Tax-exempt Prime Finance Prime US. 
Public Housing Commercial Paper Placed Bankers’ Gov’t 
Fiscat YEAR Temporary Paper Directly Acceptances 3-Month 
Juty—-JuNE Notes 4-6 Months 3-6 Months 90 Days Bills 
956-37 ........ 2.071 3.37 3.30 3.09 2.989 
1957-58...... 1.743 3.32 2.83 2.39 2.407 
1958-59...... 1.786 3.06 2.80 2.61 2.583 
1959-60...... 2.542 4.43 4.22 4.01 2.542 
Differences in 
yield: 
ae 1.512 1.238 1.029 0.922 
1957-58. ... ed 1.377 1.084 0.982 0.664 
1958-59. ... lore 1.277 1.014 0.820 0.798 
0 ee 1.900 1.694 1.488 1.279 


* Sources: U.S. Housing and Home Finance Agency, Annual Reports, Public Housing Administration Sec- 
tion (1956-60). U.S. Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, Interest 
Rates, Money Market Rates (1956-1960). 


t Annual average of the monthly differences between the yield of the taxable securitieslisted in each column 
and the yield of tax-exempt Public Housing Temporary Notes. 


pected that short-term differentials would be much less than long- 
term differentials. However, this has not been true in recent years, 
primarily because on many occasions the entire interest-rate curve 
has become almost “flat” or “hump-backed.” 

As a means of computing the differential between tax-exempt and 
taxable short-term securities, the yields of local Public Housing 
Authorities’ temporary notes, which are tax-exempt, have been com- 
pared with the money-market rates on prime commercial paper, fi- 
nance company paper, prime bankers’ acceptances, and United 
States government 3-month (Treasury 91-day) bills in Table 4. It is 
difficult to state with any degree of certainty which taxable securi- 
ties are most alike in quality with the issues of the local Public 
Housing Authorities. The Public Housing Administration uses the 
interest rates bid at the sale of 91-day Treasury bills on the Mon- 
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day preceding the date of sale of a group of temporary notes as a 
basis of comparison.’* Its purpose is not to derive the differential 
between taxable and tax-exempt issues but merely to indicate that 
local housing authorities can borrow for less on the open market 
than from the Treasury. In Table 4 the difference is used as a meas- 
ure of the value of the tax-exemption privilege. 

Prime commercial paper consists of short-term promissory notes 
or trade acceptances on which the obligor is a well-known corpora- 
tion with the highest credit rating. The prime rate is the lowest in- 
terest rate at which any non-financial corporation can borrow for 
its short-term needs. The interest received by the creditor is subject 
to full income taxation. In many respects prime commercial paper is 
the counterpart in the taxable market of the PHA temporary notes 
in the tax-exempt market. The average prime rate shown in Table 4 
is for notes of from 4 to 6 months’ maturity. The PHA temporary 
notes carry maturities of from 2 to 12 months, with an average ma- 
turity of from 6 to 7 months, which is somewhat longer than the 
maturity of prime commercial paper used to determine the average 
interest rate. 

Finance company short-term paper of 3-6 months’ maturity usu- 
ally sells at a lower yield than prime commercial paper, since fi- 
nance company earnings come from lending operations rather than 
from industrial operations, since finance companies have credit 
standings almost as high as banks, and since the paper is of slightly 
shorter maturity. In some respects, finance company paper is an 
obligation of a financial corporation further secured by the credit of 
its customers, much as the PHA temporary notes are obligations of 
the local housing authority further secured by the credit of the 
United States Treasury. 

The prime bankers’ acceptances are 90-day notes used primarily 
to finance international trade, and since, in addition to the business 
signatories, they bear the indorsement of two well-known banks, they 
yield an extremely low rate of interest. The interest rate on these 
securities is sometimes lower than that prevailing for Treasury bills 
of equal maturity: this occurred in 1952, 1953, and 1955. 

The difference between the yields obtainable on Public Housing 
temporary notes and the yields on the four categories of fully taxable 
short-term paper shown in Table 4 is a measure of the value of tax 


13. U.S. Housing and Home Finance Agency, Thirteenth Annual Report, 1959 (1960), 
p. 206. 


5a 
ial 
lat 
cet 
as- 


tes 
ra- 
in- 
for 
ect 


iry 
1a- 
the 


ige 


Federal Revenues from Taxing Municipals 397 


immunity. The lower part of the table shows the fiscal-year annual 
average of the monthly difference between the yield of each cate- 
gory of taxable security and the yield of tax-exempt Public Housing 
temporary notes. It may be noted that the difference decreases as the 
quality of the taxable paper increases. 

Some of the municipal governments in the United States with 
high credit ratings borrow from banks on short-term notes at an in- 
terest rate equal to 48 per cent of the prime commercial-paper rate. 
In other words, the borrower is recouping the full value of the tax 
immunity, since the bank will not have to pay the 52 per cent cor- 
poration income tax on its interest income. A differential of 52 per 
cent of the prime rate would have been 1.86 per cent in 1956-57, 
1.62 per cent in 1957-58, 1.59 per cent in 1958-59, and 2.30 per 
cent in 1959-60, all amounts considerably higher than the average 
short-term differentials shown in Table 4. 

For convenience, four pairs of differentials (a long-term and a 
short-term) have been selected, for determining the additional in- 
terest that would have been payable if municipals were taxable by 
the federal government. They have been designated I, II, III, and 
IV, ranking from highest to lowest. Differential I consists of the dif- 
ference in yield between Aaa newly issued corporates and new-issue 
reofferings of 20-year general obligations for long-term securities 
and the difference in yield between prime commercial paper and 
PHA temporary notes for short-term securities. Differential II con- 
sists of the difference in yield between the four classes of rated se- 
curities (Aaa, Aa, A, and Baa) of newly issued corporates and new- 
issue reofferings of 20-year general obligations for long-term securi- 
ties and the difference in yield between finance paper placed directly 
and PHA temporary notes for short-term securities. Differential III 
consists of the difference in yield between Aaa corporates and mu- 
nicipals according to Moody’s Index of each for long-term securities 
and the difference in yield between prime bankers’ acceptances and 
PHA temporary notes for short-term securities. Differential IV con- 
sists of the difference between Moody’s Index for four ratings of 
corporates (Aaa, Aa, A, and Baa) and Moody’s Index for the same 
four ratings of municipals for long-term securities and the differ- 
ence in yield between interest rates bid at the sale of 91-day Treas- 
ury bills and PHA temporary notes for short-term securities. A 
summary of these differentials for four recent fiscal years appears 
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in Table 5; all differentials have been rounded to hundredths of a 
per cent. 


DETERMINING POTENTIAL FEDERAL TAX REVENUES 


In order to estimate the amount of revenue that the United States 
Treasury might receive from the taxation of municipals, it is neces- 


TABLE 5* 


SUMMARY OF DIFFERENTIALS IN INTEREST RATES 
TAXABLE VERSUS TAX-EXEMPT 
(Fiscal Years 1956-57 to 1959-60; Differentials in Per Cent) 


Fiscal Year 


July-June Long-Term Short-Term 

1956-57: 

Differential ]..... 5 ihe tae tate 1.45 2.51 

Difierential IT. . nee ; 1 31 1.24 

Differential III. ede : 0.82 1.03 

Differential IV. . ad ; 0.60 0.92 
1957-58: 

Differential I. 1.32 1.38 

Differentia] I . 1.24 1 08 

Differential] LIT 0.83 0.98 

Differential! IV. C.78 0.66 
1958-59: 

Differential] 1. 1.32 1.28 

Differential] IT 1.24 1.01 

Differential IT. 0.96 ).82 

Differential TV... 0.82 0.80 
1959-60: 

Differential I... 1.59 1.90 

Differential IT 1.43 1.69 

Differentia] IIT. 1.08 1.49 

Differential IV... . 0.98 1.28 


* Source: Tables 2, 3, and 4 


sary to determine how much more interest the states and their civil 
subdivisions would have to disburse if the interest from their obli- 
gations were taxable. The additional interest payable is added to the 
actual interest paid, and the total is assumed to be subject to cur- 
rent federal income taxes. To gauge the additional interest payable 
during a fiscal year, a long-term differential is applied to the amount 
of long-term debt outstanding at the end of the fiscal year, and a 
short-term differential is applied to the amount of short-term debt 
outstanding at the end of the fiscal year. 

For the fiscal year 1956-57, the estimates of state and local debt 
outstanding on June 30, 1957, were used. Since the statistics of the 
United States Bureau of the Census include non-interest-bearing, 
matured, and fiscal-year-end debt, they were reduced proportionately 


1 
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to coincide with the calculations of the United States Secretary of 
the Treasury, as shown in the accompanying table. To determine 


Estimate of the U.S. Secretary 
of the Treasury............ $51,840,000 ,000 
——_—_—_———— = 97.74 per cent 





Estimate of the U.S. Bureau of 


MN on. a ci a wre oeinwuta $53,039, 345,000 

Long-term debt............ 50,844, 566,000 X 97.74 per cent = $49,695 ,000 ,000 

Short-term debt........... 2,194,779,000 X 97.74 percent = 2,145,000,000 
$51,840,000 ,000 


the additional interest that would have been payable by states and 
municipalities during the fiscal year 1956-57, the outstanding long- 
term and short-term debt on June 30, 1957, was multiplied by Dif- 
ferentials I, II, III, and IV. The results are shown in Table 6. In 
order to derive the total amount of municipal-bond interest subject 
to federal income tax laws, the additional interest computed by the 
use of each differential was added to the $1,375 million in interest 
actually paid that year. 


TABLE 6 
POTENTIAL INTEREST PAYMENTS ON MUNICIPALS 
(Assuming Federal Taxability, Fiscal Year 1956-57) 


fstimated long-term debt of states and localities....... $49,695 ,000,000 
Estimated short-term debt of states and localities...... $ 2,145,000 ,000 
Additional Actual Total 
Interest Interest Interest 
Differential Payable* Paymentst Payablet 
(in Per Cent) ($000,000) ($000,000) ($000,000) 
Differential I: 
Long-term. ... 1.45 720.6 
Short-term... . 1.51 32.4 
: Rate 753.0 1,375.2 2,128.2 
Differential IT: 
Long-term. ... 1 31 651.0 
Short-term. 1.24 26.6 
, Saas 677.6 1,335.2 2,052 8 
Differential ITT: 
Long-term. ... 0.82 407.5 
Short-term. 1 03 22.0 
Fetes... otal 429.5 1,375.2 1,804.7 
Differential IV: 
Long-term. . 0.60 298 .2 
Short-term 0.92 19.7 
ee eae 317.9 1 oee.2 1,693.1 


* Differential (from Table 5) times indebtedness shown at top of the table. 
t From Table 1. 
¢ Column 2 plus column 3. 
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Although approximately $2 billion in interest would have been 
paid in 1956-57 had the income from state and local securities been 
taxable, only the sums that went to taxable owners would have been 
subject to federal income taxes. Since, as shown in Table 1, about 
one-fifth of such securities are in the hands of non-taxable classes 
of owners, four-fifths of the total interest payable would be subject 
to tax. Of course, were municipal securities taxable, it is unlikely 


TABLE 7* 
TAXABLE STATUS OF CORPORATIONS 


(Fiscal Years 1956-57 and 1957-58) 


CORPORATIONS CORPORATIONS PFRCENTAGET 
INDUSTRIAL Groups Fitinc Returns’ with Net Income TAXABLE 
Fiscal Year 1956-57 
Grand total. See ree es 885 ,747 559 ,710 
Non- taxable cor porations:t 
Life insurance companies. . . 1,355 1,265 
Mutual savings banks ; ‘ 548 391 
Miscellaneous investors. en 44,839 27 ,051 
Taxable corporations: 
Casualty insurance companies. thes 2,068 1 S47 73.36 
Commercial banks ef , 14,767 13,909 94.19 
Business corporations................ 822,170 515 ,577 62.71 
Fiscal Year 1957-58 
CT : 940,147 572,936 
Non-ltaxable cor porations:}t 
Life insurance companies... .. . i 1,466 1,382 
Mutual savings banks...... = 941 344 
Miscellaneous investors. si 50,138 29,851 
Taxable corporations: 
Casualty insurance companies. 2,400 1,530 70.93 
Commercial banks Re 14,354 13,528 94.25 
Business corporations ........ , 871,491 526,301 60.39 
* Sources: U.S. Treasury Department, Internal Revenue Service, Statistics of Income, 1956-57, Cor poration 
Income Tax Returns (March, 1959), pp. 14-19; Statistics of Income, 1957-58, Corporation Income Tax Returns 
(April, 1960), pp. 20-24 
ft Column 2 divided by column 1 
t Not taxable under the general provisions of the Federal Corporation Income Tax Act. 


that the distribution shown in Table 1 would have obtained. Any 
estimate of who would have owned fully taxable municipal securi- 
ties in some previous year is an impossible task; it will therefore be 
assumed that the ownership pattern remained unchanged, Within 
ownership classes there are no data on the distribution of tax-exempt 
securities; no information is available regarding the distribution of 
such securities among individuals by income groups or among cor- 
porations by profit-and-loss groups. 

An estimate of how much of the income from state and local gov- 
ernment securities owned by corporations would be taxable can be 
made by postulating that such securities are held universally by all 
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corporations within each ownership class. Table 7 classifies by in- 
dustrial groups the number of income tax returns filed in 1956-57 
by all corporations (first column) and by corporations with net in- 
come (second column). It is presumed that the same proportion of 
interest from state and local government securities would be subject 
to tax as the proportion of profitable corporations to total corpora- 
tions in each taxable ownership class. No allowance is therefore 
made for corporations which showed no profit in 1956-57 but which 
might have shown a profit if their income from municipal securities 
had been included. To calculate the amount of tax collectible from 
casualty insurance companies, commercial banks, and business cor- 
porations, the total amount of interest (current and additional) as- 
signable to each ownership group was multiplied by the percentage 
of taxable corporations in that industrial group and then multiplied 
by 52 per cent, the sum of the federal normal and surtax rates on 
corporations. 

To determine the federal income taxes that would be collected 
from individuals if state and municipal securities were taxable, some 
knowledge of the distribution of such securities by income groups is 
necessary. In view of the paucity of information on this subject, the 
only means of gauging possible federal income tax revenues from 
individual owners of municipal bonds is to apply a reasonable aver- 
age marginal tax rate to the projected amount of interest payable to 
individuals. An average marginal tax rate on individuals of 62 per 
cent will be used: this is the rate that currently applies to net taxable 
income between $26,000 and $32,000. 

The last year for which a distribution of interest from wholly ex- 
empt securities among income-bracket groups is available is 1940. 
A tabulation of interest received by individuals from obligations of 
states, territories, and their subdivisions and wholly tax-exempt fed- 
eral obligations indicated an average marginal tax rate of 36.73 per 
cent.'* This tax rate fell in the $26,000-$32,000 net income bracket 
for 1940. 

To estimate the average marginal tax rate applicable today, com- 
putations of average marginal tax rates on interest and dividends 
under the Internal Revenue Code of 1954 were made. The average 
marginal tax rate on dividends was found to be 58.1 per cent in 
1958, 58.4 per cent in 1957, 59.4 per cent in 1956, 59.0 per cent in 
1955, and 57.9 per cent in 1954.’° In the years 1955 and 1956, this 
rate fell within the net taxable-income bracket of $26,000—$32,000. 

14. U.S. Bureau of Internal Revenue, Statistics of Income 1940, Part I (1943), p. 187. 


15. U.S. Treasury Department, Internal Revenue Service, Statistics of Income, 1958, 
Individual Income Tax Returns (September, 1960), pp. 75, 105. 
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The average marginal tax rate on interest was computed to be 39.1 
per cent in 1958, 39.4 per cent in 1957, 39.5 per cent in 1956, 38.8 
per cent in 1955, and 39.0 per cent in 1954, and the average mar- 
ginal rate on interest and dividends combined was 52.6 per cent in 
1958, 53.4 per cent in 1957, 54.5 per cent in 1956, 54.0 per cent in 
1955, and 53.2 per cent in 1954. On the assumption that tax-exempt 
securities are (or would be) distributed in approximately the same 
manner as common and preferred stock, the marginal tax rate of 62 
per cent, applicable to the $26,000-$32,000 income bracket was 
used to estimate income tax-liability to the United States Treasury. 
Even if the concentration of tax-exempt bonds in the hands of the 


TABLE 8 


ESTIMATES OF U.S. TREASURY TAX REVENUE ASSUMING 
FEDERAL TAXABILITY OF MUNICIPALS 


(Fiscal Year 1956-57) 





Interest Federal Income 
Reccivable* Per Cent Tax Rate Taxes Payable} 
Class of Owners ($000,000) Taxablet (Per Cent) ($000,000) 
Differential I: 
Casualty insurance companies 207.1 73.36 52 79.0 
Commercial banks.......... 547 8 94.19 52 268 .3 
Business corporations........ 61.3 62.71 52 20.0 
Individuals... .......... a 899.4 100.00 62 557.6 
Total a - Wri raim Sin pir ol aight, lel shee eacain wae be 
Differential IT: 
Casualty insurance companies 199.7 73.36 $2 76.2 
Commercial banks.......... 528.4 94.19 52 258.8 
Business corporations........ 59.1 62.71 52 19.3 
rere 867.5 100.00 62 537.8 
Total Brahe asian ewe ee 
Differential IIT: 
Casualty insurance companies 175 6 73.36 52 67.0 
Commercial banks ie als 464.6 94.19 52 227.5 
Business corporations........ 52.0 62.71 52 16.9 
Individuals. ....... aaeareets 762.7 100 00 62 472.9 
Total. . ree: pik adpeecaea ease yer 
Differential IV: 
Casualty insurance companies 164.7 73.36 52 62.8 
Commercial banks. ... . 435.8 94.19 52 213.5 
Business corporations. . . 48 8 62.71 52 15.9 
Individuals........... 715.5 100.00 62 443.6 
Total 735.8 


* Total interest payable shown in col. 4 of Table 6 distributed among taxable owners according to percent- 
ages shown in col. 2 of Table 1. 


t From col. 3 of Table 7. 
t Column 1 times col. 2 times col. 3; totals at head of each group. 
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highest-income groups is greater than the concentration there of 
shares of stock in profitable corporations, which is likely, any move- 
ment to tax such securities retroactively would cause a redistribu- 
tion toward lower-income groups. 

Estimates of federal revenue from the taxation of municipals for 
the fiscal year 1956-57 are shown in Table 8 for the four differen- 
tials. The total interest payable as shown in the fourth column of 
Table 6 for each differential was distributed among the taxable 
owners of such securities according to the percentages of ownership 
shown in the second column of Table 1. In the case of corporations, 
this sum was multiplied by the percentage of profitable corporations 
in each class, as shown in Table 7, and then by 52 per cent, the cur- 
rent combined normal and surtax rate on corporations. In the case of 
individuals, estimated interest receivable was multiplied by the aver- 
age marginal tax rate of 62 per cent. Depending on the differential 
used, tax revenues realizable by the United States Treasury in 
1956-57 would have varied from three-quarters to almost a billion 
dollars. The largest differentials between taxable and tax-exempt 
securities indicate a potential yield of $925 million. Differential II 
indicates a yield of $892 million, Differential III a yield of $784 
million, and Differential IV, the smallest, a yield of $736 million. 


DIVIDING THE VALUE OF THE TAX IMMUNITY 


The total value of the income tax immunity of state and local 
bonds is equivalent to the sum that the United States Treasury 
could realize from the taxation of interest income of municipals. 
This amount has been calculated for the four possible differentials 
in Table 8. Also important is the question of the likely source of 
this potential federal tax revenue. The states and their civil subdi- 
visions will bear their share in the form of higher interest rates. The 
balance will come from investors’ surplus. Investors’ surplus is ob- 
tained by supra-marginal purchasers of municipals who pay less for 
a security than the full amount necessary to equate their own after- 
tax income with tax-exempt income. The total amount of investors’ 
surplus is the sum imputed to the bondholders in the upper-income 
brackets equivalent to the difference between the interest they ac- 
tually get on such securities and the lower amount of interest they 
would accept in order to take full advantage of tax exemption at 
their present income tax bracket. The division of the value of the 
tax immunity depends on the differentials used. For the fiscal year 
1956-57, based on tax revenue estimates shown in Table 8 and re- 
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duced borrowing costs (i.e., additional interest costs) shown in 
Table 6, investors’ surplus was as given in the accompanying table. 


DIFFERENTIAL I DiFFERENTIAL II DiFFERENTIAL III DiFFERENTIAL IV 
In Millions of Per Per Per Per 
Dollars Amount Cent Amount Cent Amount’ Cent Amount Cent 
Value of the tax 
immunity..... $924.9 100 $892.1 100 $784.3 100 $735.8 100 
(federal income 
taxes pay- 
able) 
Reduced borrow- 
ing costs...... 753.0 81 677.6 76 429.5 55 317.9 43 
(additional in- 
terest pay- 
able) 


Investors’ surplus 171.9 19 214.5 24 354.8 45 417.9 57 


When greater differentials between taxable and tax-exempt securities 
are used, potential Treasury revenues are greater, and the proportion 
borne by state and local governments is larger. When smaller dif- 
ferentials are assumed, potential tax revenues are decreased, but 
the proportion derived from investors’ surplus is increased. Only 
when Differential IV, the smallest, is used, does it appear that in- 
vestors benefit from the tax immunity of municipals more than the 
issuing governments, i.e., investors retain 57 per cent of the value 
of the immunity. When the largest differentials are used, it appears 
that four-fifths of the value of tax exemption is retained by the 
issuing state and local governments in the form of reduced borrow- 
ing costs. 


ESTIMATES FOR PREVIOUS YEARS 


A study made over twenty years ago, based on data for 1937 and 
using essentially the same techniques, arrived at the results'® shown 
in the accompanying table. In the intervening period, significant 


Amount Per Cent 
Value of the tax immunity............ $120, 836,000 100.0 
(federal income taxes payable) 
Reduced borrowing costs......... ee 113 ,000 ,000 93.5 
(additional interest payable) 
Investors’ surplus.............. eae 7,836,000 6.5 


changes have taken place to cause the shift in the relative shares of 
local governments and investors in the value of the immunity. The 
sixfold increase in the value of tax exemption stems from the dou- 
bling of the price level, the tripling of the income tax rates, and the 

16. State of New York, Comptroller, The Fiscal and Economic Aspects of the Tax- 


ation of Public Securities: A Report Prepared by Harley L. Lutz for the Comptroller 
of the State of New York, Morris S. Tremaine (New York, February, 1939), pp. 59-61. 
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shift of tax-exempt securities from non-taxable ownership. Total 
outstanding indebtedness of states and their political subdivisions 
was $19 billion in 1937, compared with $52 billion in 1957 and $72 
billion in 1961. The federal corporation income tax rate used in that 
study was 164 per cent; at present it is 52 per cent. The distribution 
of state and local tax-exempt securities among income groups avail- 
able at that time was used. That distribution indicated an average 
marginal income tax rate of 23 per cent, which was the rate ap- 
plicable to the $26,000-$32,000 taxable-income bracket. The com- 
parable average marginal tax rate at the present time is 62 per cent. 
In 1937, 30 per cent of municipal securities was in the hands of 
non-taxable owners; in 1957, less than 20 per cent was so held. 

A calculation for the fiscal year 1941-42, the year of the last 
previous Census of Governments, indicates that the value of the tax 
immunity was $225.5 million. This was divided between $224.8 
million reduction in borrowing costs to local governmental units and 
$700,000 investors’ surplus. Political jurisdictions entering the money 
market at that time were presumably recouping the entire value of 
tax exemption in reduced borrowing costs. 

The steep rise in income tax rates that came with the advent of 
World War II made tax-exempt securities more valuable than ever. 
Since the United States Treasury ceased issuing partially exempt 
securities on March 1, 1941, and all other federal agencies desisted 
after March 28, 1942, the states and their subordinate jurisdictions 
became the prime source of tax-exempt securities. At the same time, 
the war and the prewar defense effort brought about a curtailment 
of capital improvements and a consequent net retirement of local 
long-term debt. Competition for the static amount of tax-exempt in- 
struments of indebtedness drove their price up and, consequently, 
their yield down. During World War II, tax-exempt securities were 
at such a premium that the differential, as indicated by Moody’s 
indexes, increased. It became so great at the height of the war effort 
that the reduction in borrowing costs to states and localities by virtue 
of the tax immunity exceeded the potential tax revenue which the 
United States Treasury could have realized. 


EsTIMATES FOR RECENT YEARS 
The calculations of the value of the tax immunity of state and 
local government securities and its division between the reduction 
in borrowing costs to issuing jurisdictions and investors’ surplus for 
the fiscal year 1956-57 were made from reliable detailed figures. 
Some of these figures are available for subsequent years, others are 
not. Indexes of yield of tax-exempt and taxable securities are avail- 
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able up to the present time for every calendar month and appear 
in published form a month or two after the close of the calendar 
month for which they apply. Tables 2, 3, and 4 give the data as 
computed for the fiscal years 1957-58, 1958-59, and 1959-60. The 
estimates of the United States Secretary of the Treasury of the dis- 
tribution of ownership of state and local securities as of June 30, 
1958, June 30, 1959, and June 30, 1960, have been published. Statis- 
tics of debt outstanding and interest payments by states and local 
governments, which appear in detail in the 1957 Census of Govern- 
ments, are available only in national estimates for 1958 and 1959. 


TABLE 9 


ESTIMATES OF U.S. TREASURY REVENUE FROM TAXING MUNICIPALS, 
VALUE OF TAX IMMUNITY, REDUCED BORROWING 
Costs, AND INVESTORS’ SURPLUS 
(Fiscal Years 1956-57 to 1959-60) 
1956-57 1957-58 1958-59 1959-60 
Differential I: 
Value of the tax immunity ($000, — $924.9 $984.0 $1,097 .7 $1, 293.7 


Reduced borrowing costs. AS 81% 76% 74% 83% 
Investors’ surplus................ 19% 24% 26% 17% 


Differential IT: 
Value of the tax immunity ($000 — $892.1 $962 2 $1,074.1 $1, 242.0 


Reduced borrowing costs. ae 76% 72% 71% 77% 
Investors’ surplus................ 24% 28% 29% 23% 


Differential IIT: 
Value of the tax immunity eee wate $784.3 $865 6 $1,001 0 $1, 146.9 


Reduced borrowing costs. ae 55% 55% 59% 64%, 
Investors’ surplus......... ce 45% 45% 41% 36%; 
Differential IV: 
Value of the tax immunity ($000,000) $735.8 $850 .7 $965.3 $1,117.0 
Reduced borrowing costs.......... 43% 51% 52% 59% 
Investors’ surphus..........-ccese 57% 49% 48% 41% 


The distribution of corporations of each class between those report- 
ing net income and those reporting net losses is available for 1956- 
57 and for 1957-58. 

Estimates of potential revenues from taxing municipals and the 
division of the value of the tax immunity between issuers and in- 
vestors for four recent fiscal years are summarized in Table 9. Dif- 
ferentials I, II, III, and IV for the appropriate year were taken from 
Table 5. Statistics of state and local indebtedness and (actual) in- 
terest payments were taken from United States Bureau of the Cen- 
sus documents, and statistics of the distribution of ownership of 
municipals were taken from the Annual Report of the United States 
Secretary of the Treasury. The distribution of municipal interest 
income to profitable corporations was taken from Table 7 for 1956- 
57 and 1957-58; for the fiscal years 1958-59 and 1959-60 an aver- 
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age of the two distributions shown was assumed to prevail. An 
average marginal tax rate on individuals of 62 per cent and a cor- 
poration income tax rate of 52 per cent on profit-making taxable 
corporations was again used. Computations followed the 1956-57 
pattern. 

The value of the tax immunity of municipal securities is now over 
$1 billion per year, as Table 9 shows. The great increase in the 
potential federal revenue from taxing municipals stems primarily 
from the increased offerings of such securities. Long-term differen- 
tials based on the new-issue indexes (Table 3) and all short-term 
differentials (Table 4) showed modest declines in 1958 and 1959 
from 1957, but a jump in 1960 to values greater than in 1957. On 
the other hand, differentials based on Moody’s indexes of distributed 
corporates and distributed municipals (Table 2) have shown a 
steady and substantial growth during the 4-year period. 

Because of the changes in differentials, the respective shares of 
issuers and investors in the value of the tax immunity have changed; 
these changes in shares tend to follow the pattern of the changes in 
differentials. When Differentials I and II are used, a slight increase 
in the percentage of investors’ surplus is shown for 1958 and 1959 
over 1957, but in 1960 the percentage dropped below the 1957 level 
(Table 9). Differentials III and IV, with the long-term differences 
based on Moody’s indexes, show a steady decrease in investors’ 
surplus. Using Differential III, investors’ surplus declines from 45 
per cent in 1957 to 36 per cent in 1960; using Differential IV, in- 
vestors’ surplus declines from 57 per cent in 1957 to 41 per cent in 
1960. 

Depending on the differential used, states and local governments, 
as a group, recouped from half to three-quarters of the value of the 
tax exemption of their securities in reduced borrowing costs. Re- 
gardless of the differential used, the investors’ surplus has not ex- 
ceeded the reduction in borrowing costs, except in 1956-57, when 
Differential IV is used. Of four recent fiscal years, 1959-60 was the 
one wherein investors’ surplus was least and reduced borrowing 
costs of localities was greatest. This situation was the result of the 
increasing disparity between taxable and tax-exempt interest rates 
in the face of the increased marketing of state and local obligations 
that year. 


CoNCLUSION 


If the interest income from municipal obligations was subject to 
federal income taxation, the United States Treasury would realize 
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approximately $1 billion per annum at current interest rates and 
tax rates. From one-half to three-fourths of the additional federal 
tax revenue would come from states and local governments in the 
form of higher interest rates. The balance would come from indi- 
vidual investors in the upper income brackets and corporations 
which derive an investors’ surplus from the ownership of such se- 
curities. These are aggregative results which encompass much varia- 
tion among states and local governments and among investors. 

The refined estimates listed in the article are based on the as- 
sumption that the interest income from all outstanding obligations 
of states and their political instrumentalities would be fully taxable 
at current federal income tax rates. The estimates also assume in- 
stantaneous readjustment to higher interest rates on all existing in- 
struments of indebtedness. These assumptions were necessary to 
determine the current value of the tax immunity and to divide it 
between issuers and investors. If the present tax immunity of 
municipals were to be ended, a decision would have to be made 
whether only future, or outstanding as well as future, issues would 
be subject to federal income taxation. If only future issues were 
taxable, it would take about two generations for Treasury revenues 
to approach the magnitudes suggested here. If outstanding issues 
were also subjected to federal income taxation, it would take about 
a decade before Treasury tax revenues reach the amounts indicated. 
If the tax credit for tax-exempt interest, suggested by the Commit- 
tee for Economic Development,’* were enacted into law, Treasury 
revenues would not reach the magnitudes suggested here. The tax- 
credit proposal, however, is designed only to reduce investors’ sur- 
plus, not to eliminate it completely. 

The value of the tax immunity depends on the measurement of 
the difference in interest rates between fully taxable and tax-exempt 
securities. Securities that are alike in all respects except the amen- 
ability of their interest income to federal income taxes, are rare; 
measurement of the tax exemption differential, if it is to be ac- 
complished at all, must be done by the use of indexes. There is no 
perfect index which measures the value of tax exemption; but the 
use of several reasonable indexes gives a range of values useful in 
setting financial limits to the problem. 


17. Committee for Economic Development, op. cit., p. 16. 
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THE CONTROL OF CONSUMER CREDIT IN AUSTRALIA 


Marcaret G. Myers* 
Vassar College 


THE RECENT ACCEPTANCE of consumer credit by countries which 
had formerly scorned it— including countries as diverse as Great 
Britain and the Soviet Union—as well as its steadily increasing use 
in countries like the United States, which have long been accus- 
tomed to it, have brought sharply to public attention the question 
of public policy in this field. Should consumer credit be controlled? 
If so, how is the control to be effectuated? These questions become 
urgent when some degree of inflation is apparent. Since close co-op- 
eration between government and central banking authorities exists 
in all countries nowadays, even in those in which the central bank 
is nominally independent, the policy toward consumer credit must 
be worked out at top levels. The implementation of the policy will 
depend on the legal and institutional structure. 

In Australia the use of consumer credit is not new, but the rapid 
increase of instalment sales credit in recent years has been accom- 
panied by the development of a whole new set of financial inter- 
mediaries—the finance companies. This has made the problem of 
control a complicated one. At the same time, the price level in Aus- 
tralia, which doubled in the decade after the war, has continued 
to rise, although somewhat less rapidly, from a base of 100 in 1952- 
53 to 123 in 1960 for consumer prices and to nearly the same figure 
for domestically produced wholesale commodities. The monetary 
authorities, concerned about this inflationary tendency, have been 
using the devices at their command to reduce the expansion of com- 
mercial bank loans but are helpless to control the activities of the 
finance companies. These companies do not create credit in the same 
sense as do the commercial banks, but they can borrow on long 
term and lend on short term, thus increasing liquidity. 

Consumer credit in Australia is mainly in the form of instalment 
sales credit and is usually referred to as “hire purchase,” to empha- 
size the fact that these transactions are, for the most part, financed, 
not by the dealer who sells the commodity, but by a third party who 

*The author would like to express her appreciation to the Administrative Staff 


College, which made the trip to Australia possible, and to all the kind and patient 
people who aided her research in banks, libraries, universities, and government offices. 
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becomes the legal owner of the goods until the final payment is 
made. The document signed by the customer at the time of pur- 
chase in effect requests the dealer to sell the article to the finance 
company so that the customer may hire it from the company while 
the payments are being made. Title passes to the purchaser when 
all payments are completed according to the contract. The contract 
usually provides for necessary maintenance and insurance and in- 
cludes the terms under which the article may be repossessed if pay- 
ments are not kept up.’ 

Not all financing of customers is done by finance companies. A few 
merchants do their own financing, either directly or through a sub- 
sidiary. These are usually companies which concentrate on one or 
two products, as, for example, the Palmer Company, which has spe- 
cialized in television sets and has its own subsidiary to finance its 
customers. General Motors in Australia, as in the United States, has 
its General Motors Acceptance Corporation to handle the financing 
of its Holden car. Some department stores encourage charge ac- 
counts, but these are much less used than in the United States. 
Stores also encourage the use of “lay-by” accounts, under which the 
store does not deliver the purchase into the hands of the customer 
until it is completely paid for. 

Banks have shown little interest in developing their personal- 
loan business. From the customer’s point of view, an overdraft at a 
bank would be less costly than the hire-purchase charges, but many 
families have no banking connections and would be timid about ask- 
ing for a bank loan. The banks have participated in the rapid ex- 
pansion of the hire-purchase field by lending to the finance com- 
panies or by owning shares in the companies.” 

Although there is no question that the volume of consumer credit 
has increased very rapidly in Australia in recent years, it is impos- 
sible to obtain a satisfactory figure for the total outstanding or for 
the amount of new credit granted. The only official statistics are 
those which have been collected since March, 1953, by the Com- 
monwealth Bureau of Census and Statistics, in the form of quar- 
terly reports from all finance companies. Monthly totals are esti- 
mated from a sample of finance companies. All reports are pub- 
lished first as mimeographed releases about three months after col- 
lection. The figures are given separately for each state and are clas- 
sified into total outstanding, number of new agreements, value of 


1. G. H. Lush, “Legal Aspects of Hire Purchase Transactions,” Bankers Magazine of 
Australasia, July, 1958, p. 274 ff. 


2. Australian Financial Review, March 24, 1960. 
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goods purchased, and amount and proportion of total value for 
which credit was obtained. Each of these totals is further subdivided 
into three groups of goods, “Motor Vehicles and Tractors,” “Plant 
and Machinery,” and “Household and Personal Goods.” 

The Bureau also collects, but has not yet begun to publish, simi- 
lar figures for hire-purchase sales made and financed by retail 
stores. It does not attempt to obtain reports on charge accounts at 
retail stores or on “lay-by” accounts. Credit provided by firms to 
their employees or by public utility companies to purchasers of ap- 
pliances is also omitted from the reports. It has been estimated that 
the published figures would be increased by about one-fifth if they 
were to include these categories.* 

On the other hand, about half the total reported by the finance 
companies applies to producer rather than to consumer goods. All 
the “Plant and Machinery,” comprising 5-7 per cent of the total 
reported, is almost certainly sold to producers. A large proportion 
of the ‘Motor Vehicles and Tractors” should also be assigned to 
producers. Indeed, the only category which consists entirely of con- 
sumer goods is the “Household and Personal Goods,” which usually 
accounts for about one-fourth of the total. The grand total of fi- 
nancing reported by the finance companies would therefore have to 
be reduced by one-third or even one-half before it could be com- 
pared with the total of consumer credit in the United States. 

With all these reservations, however, the total of hire-purchase 
credit has undoubtedly increased in Australia at an amazing and, to 
some Australians, a frightening rate since the end of the war. In 
1939 the outstanding balances were reported as 17 million Austra- 
lian pounds, of which 10 million were estimated to be consumer 
credit, the rest wholesale. Immediately after the war, the figure was 
only half as large, but by 1950 it had increased to 72 million, of 
which 40 million were estimated to be true consumer credit.‘ By 
1960 the total reported by the Bureau of Census and Statistics had 
reached more than 400 million. 

A part of this increase is, of course, ascribable to the increase in 
prices. Between 1950 and 1960 the wholesale price level rose from 
69 to 117 on a base of 1953 equal to 100. But, even with this 70 per 
cent price increase taken into consideration, the amount of hire- 
purchase credit had roughly tripled in a decade. The most rapid in- 
creases occurred in 1953-54. 

3. Quarterly Survey (Australia and New Zealand Bank), April, 1959, p. 5. 


4. H. Arndt and P. S. Shrapnel, “Consumer Credit in Australia,” Economic Record, 
May, 1953, p. 40. 
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The average size of advances made under hire-purchase agree- 
ments increased somewhat more rapidly than prices of the articles 
purchased, indicating that the proportion of cash down payment had 
slightly declined. The smallest down payments are demanded for 
household and personal goods, about 16 per cent in recent years; 
motor vehicles and machinery usually require cash payments of 
about one-third. 

The Australian figures are hardly precise enough to warrant de- 
tailed comparison with those of other countries. However, careful 
estimates for the years 1949-55 were made by Shrapnel and Runcie, 
who concluded that the ratio of instalment credit to national income 
had more than doubled in Australia during that period, while in the 
United States it had increased by only 75 per cent.® Table 1 pre- 
sents a summary of the official reports for recent years. 


TABLE 1 








New AGREEMENTS FOR Hire-PuRCHASE FINANCING 








ExcLupinc Hirinc CHARGES AND InsuRANCE* TotaL OuTsTAnp- 

(tn MILLIon Pounps) ING (In MILLION 

Year Enpinc Pounps) at Enp 

June 30 or Year INcLup- 

Motor a Household | ING CHARGES AND 

Vehicles and MicsBiineny and Per- Total INSURANCE 
Tractors sonal Goods 

1954... Sond won SS ee eee 32.4 120.9 132.4 
0 es nd 110.9 5.4 39.8 156.0 182.8 
ae is 125.9 7.4 42.1 175.4 212.9 
SARS lee “i 136.9 9.2 42.8 188.8 236.4 
ae re 157.4 10.2 67.8 235.3 296.6 
1959... or 177.0 14.1 68.5 259.7 354.5 
1960..... Sor 212.2 17.4 71.8 301.4 421.9 




















* Source: Commonwealth Bureau of Census and Statistics. 


An important factor in the increased use of consumer credit in 
Australia has been the change in social attitudes toward consumer 
debt. It is no longer considered a disgrace to buy on time. Nor is it 
only the lower-income groups who make use of the credit facilities 
so generously provided by the finance companies. Motor cars and 
household equipment, which became available after the shortages 
of the war, were almost irresistible when they could be purchased 
out of current income rather than out of savings, by means of time 
payments. In recent years the television set, the motor boat, and the 
power lawn mower have exercised the same attraction. And in Aus- 
tralia, as in other countries, once the habit of using credit has been 


5. P. S. Shrapnel and N. Runcie, Hire Purchase in Australia (“Economic Mono- 
graphs,” No. 181) August, 1955. 
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established, consumers finance not only their TV sets but also their 
home improvements and even their travels without saving before- 
hand. 

The heavy immigration of the postwar years has also contributed 
to the increase in consumer credit. A study made by one of the fi- 
nance companies in 1960 indicated that nine-tenths of the migrant 
families made use of hire-purchase financing in order to get their 
households quickly established in the new country.® Most of the new 
arrivals were able to obtain employment without difficulty and kept 
up their instalment payments on schedule. 

The repossession of articles purchased on the instalment plan has 
not been a serious problem in Australia, in spite of the fact that com- 
petition among the finance companies has tended to discourage 
credit investigation of buyers. There is in Australia no system of 
credit bureaus for the exchange of information about individuals, 
perhaps because charge accounts at department and other stores are 
not customary. During 1960 the repossession rate increased slightly, 
and the finance companies began to consider their business practices 
more critically. The conservative companies advocated official regu- 
lation of down payments, suggesting 25 per cent as a suitable figure. 
This compares with the 20 per cent required by the law of New 
South Wales, the 12.5 per cent of Queensland, and the lack of any 
required down payment at all in Victoria.’ No change was made in 
the laws, however, and down payments continued to be low in many 
areas. 

The enthusiastic response of the buying public to easy-payment 
financing has produced some changes in the social, as well as the 
economic, scene. It is helping to wipe out some of the visible class 
distinctions of dress and manner which had been carried over from 
England. Some trade-union officials have expressed concern lest 
heavy instalment debts make their members less willing to risk loss 
of wages during a strike. These results are, of course, impossible to 
measure. 

The most obvious change which has taken place in the financial 
structure with the rapid rise in instalment buying has been the de- 
velopment of the finance company. This type of company is the 
unique feature of consumer credit in Australia, and its growth has 
created some unusual problems for the central monetary authorities. 

Finance companies are organized under the general incorporation 


6. Australian Financial Review, August 25, 1960. 


7. Ibid., September 22, 1960; Quarterly Survey (Australia and New Zealand Bank), 
April, 1959, p. 5. 
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laws of the state in which they first operate, without any special 
privileges or obligations comparable to those of commercial or sav- 
ings banks. Some of them have been in existence since before World 
War II, but the great expansion in number and size came about in 
the postwar period. Between 1945 and 1950 the capital accounts of 
the finance companies increased from £1.6 million to £7.3 million. 
The total assets of the companies increased even more rapidly, with 
the result that shareholders’ equities showed a declining ratio to as- 
sets and fell from about three-fourths to about one-fourth. This 
ratio was maintained throughout the fifties.* 

The relative decline in the use of equity capital as a source of 
funds for the finance companies was accompanied by a correspond- 
ing increase in their reliance on bank credit, in the years after the 
war. Overdrafts, the form in which most bank loans are made in 
Australia, represented about 7 per cent of total assets in 1945 but 
had increased by 1953-54 to nearly 26 per cent. After that date, the 
absolute total as well as the relative proportion of overdrafts de- 
clined again, and by 1960 most finance companies were not using 
bank overdrafts as a source of working funds.’ 

In the place of equity capital or bank loans, the finance com- 
panies were depending heavily on the sale of debentures to life in- 
surance and other companies. They were also accepting deposits 
from the public, at rates of interest more attractive than those of- 
fered by banks. Such deposits were usually made for fixed periods, 
but at least one company, an Australian subsidiary of an English 
finance company, Lombard Australia, Ltd., advertised that it would 
accept deposits on call for amounts as small as £100, with interest 
at one-half of 1 per cent above the legal rate paid by savings banks.’’ 

These deposits raised some vexing questions for the savings and 
commercial banks, as well as for the central monetary authorities. 
There is in Australia no legal definition of what constitutes bank- 
ing, or at least no definition that has stood the test of a court in- 
terpretation. In many countries the accepting of deposits from the 
public is the crucial test that subjects the acceptor to the controls 
applied to banks and banking. In Australia, however, the finance 
companies have steadfastly taken the position that they are not en- 
gaged in banking even if they do accept deposits—this in spite of 
the fact that some of them applied for exemption from certain re- 


8. Arndt and Shrapnel, op. cit., p. 49. 
9. Australian Financial Review, August 25, 1960. 
10. Ibid., October 1, 1959. 





—_ima . a. ep fees Ce oe 


Control of Consumer Credit in Australia 415 


strictions placed on banks, just in case they should later be declared 
by the courts to be engaged in the business of banking. They were, 
however, careful to specify that the application for exemption was 
not to be taken as admission that they considered themselves to be 
bankers. 

The commercial banks felt themselves to be doubly threatened 
by this development. In the first place, the central monetary au- 
thorities, in an effort to control inflationary tendencies in the post- 
war economy, had several times placed restraints on the commercial 
banks to limit their loans to the finance companies. In the second 
place, many of the commercial banks were faced with the prospect 
of losing depositors to the finance companies.'' In order to assure 
their ability to share in this lucrative business, they decided to 
change the form of their participation. 

In Australia there is no legal hindrance to the ownership of equity 
shares by commercial banks. They therefore began to buy large and 
often controlling interests in the finance companies. The National 
Bank of Australasia (a commercial or trading bank, not a govern- 
ment-owned bank) was the first to enter this field, with its purchase 
of 40 per cent of the shares of the Custom Credit Corporation, 
which had been organized in 1953-54. By 1957 all seven of the 
large commercial banks had followed suit, with a total investment 
in finance-company shares of about £12 million. The English, Scot- 
tish, and Australian Bank organized its own subsidiary for the pur- 
pose—the Esanda Company, in which the bank held all the stock. 
The Commercial Bank of Australia bought 45 per cent of the stock 
of the General Credit Corporation. The Bank of New South Wales 
and the Bank of Adelaide each held 40 per cent, respectively, in the 
Australian Guarantee Corporation and the Finance Corporation of 
Australia. The Australia and New Zealand Bank held only 14.3 per 
cent in its security affiliate, Industrial Acceptance Holdings. The 
last of the big banks to fall into line—the Commercial Banking Com- 
pany of Sydney—floated the Commercial and General Acceptance 
Corporation and retained 40 per cent of its stock. 

The proportion of the commercial bank’s own equities repre- 
sented by its investment in finance-company stock varied from a 
mere 4 per cent to 19 per cent, and the earnings of the banks from 
these holdings ranged in 1959 from 1.4 to 4.9 per cent on their own 
capital. In addition to the ownership of stock in the affiliated finance 
company, many of the banks also hold notes and debentures of their 


_11. D. H. Merry, “The Changing Role of the Trading Banks in the Australian Na- 
tional Economy,” Economic Record, April, 1959. 
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finance company. The relationship is a profitable one and compen- 
sates in large part for the loss of the overdraft type of loan formerly 
made by the banks to these companies.'* 

This close relationship of banks and finance companies brought 
about a new situation in the Australian financial organization. The 
finance companies were able to use the numerous branch offices of 
the affiliated bank, but this was of minor advantage. Of more impor- 
tance was the fact that the finance companies as a group now had 
a larger amount of long-term funds and required less short-term 
financing from the banks. The banks were thus able to comply with 
the directives to reduce their outstanding overdrafts without effec- 
tively reducing the funds available for consumer credit. It also en- 
abled the banks to pass on to their finance-company affiliate the 
personal loans which were considered too risky or too expensive for 
the banks to handle at the rates permitted to commercial banks by 
the monetary authorities. 

The rates charged by the finance companies are often criticized 
as excessive, and the lack of effective competition between banks 
and finance companies has increased the public discontent. The sit- 
uation was made even worse when the government-owned Common- 
wealth Bank withdrew from the financing of passenger automobiles 
in 1955. The purpose of this action was to reduce the total of con- 
sumer credit outstanding, but one of the results was to remove the 
restraining influence of the Bank on interest rates and to leave the 
field more than ever at the mercy of the finance companies. 

In Australia, as in the United States, the rate of interest on in- 
stalment loans is usually quoted as a flat rate on the total sum bor- 
rowed; the true rate on a loan which is repaid at regular intervals 
is about twice the nominal rate. State laws in Australia usually re- 
quire the cash price as well as the credit price to be clearly stated 
in the contract of sale but do not require the true rate of interest to 
be declared. 

The accusation of high rates is vehemently denied by the finance 
companies themselves. An official Board of Inquiry in 1941 reported 
that their charges were “not unreasonable” and that there was suf- 
ficient competition among the finance companies to act as a brake 
on excessive charges.'* In recent years the finance companies em- 
phasize that their charges are below prewar levels in spite of rising 


12. Sydney Sunday Herald, May 8, 1960. The finance companies and joint-stock 
banks of Great Britain are beginning to be affiliated in much the same way. Sce Report 
of the Committee on the Working of the Monetary System (London, 1959), p. 208. 

13. Neil Runcie, “Hire Purchase Charges—Are They Excessive ?”’ Voice, May, 1956. 
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costs. They themselves have been forced by competition to absorb 
the state stamp taxes of 1 or 2 per cent, instead of passing them on 
to customers. The companies claim that their rates are lower than 
those of the United States, Canada, or Great Britain, in spite of the 
fact that the Australian companies have to pay more for their work- 
ing funds than do the companies in the other countries.’* Their 
earnings on capital and reserves, after taxes, amounted in 1959 to 
13.4 per cent for the major companies which did three-fourths of all 
the business; this was a rate of 2.5 per cent on turnover, lower than 
the rate earned by “scores of public companies in other successful 
industries, including retailing, insurance and real estate.”?® 

Although the general public is not convinced that the finance 
companies are actually operating at reasonable rates, there is other 
evidence to indicate that the bonanza days of the business are com- 
ing rapidly to an end. The shares of finance companies on Australian 
exchanges, after a rapid rise in several preceding years, fell much 
more than other types of shares during 1960. The declining profita- 
bility of the instalment financing business could be inferred also 
from the fact that many finance companies were moving into other 
fields, in order to diversify their interests and be less dependent on 
intermediate-term consumer credit operations. One of these new 
areas was real estate; first and second mortgages and the financing 
of real estate developments were offered by a number of finance 
companies, large and small. One of the largest, the Custom Credit 
Corporation, was reported to have 40 of its 90 million pounds of 
outstanding loans invested in real estate in 1960. All the companies, 
it was estimated, were putting 30 million of new money into real 
estate in a year. 

At the other end of the time range, the call market was being used 
as an outlet for funds by many of the finance companies, in order to 
maintain a liquid position in case of a sudden withdrawal of depos- 
its. Personal loans were also being made by some of the companies 
to borrowers who had sufficiently good credit to borrow in this man- 
ner instead of in the usual hire-purchase way. 

Although this diversification of assets by the finance companies 
was due in part to the declining profitability of hire-purchase fi- 
nancing, it was encouraged and facilitated by the development of 
the Australian money market, which was becoming more specialized 
and more highly organized. Banks as well as finance companies were 


14. Australian Financial Review, October 20, 1960. 
15. Ibid., July 14, 1960. 








418 The Journal of Finance 


taking advantage of the new opportunities in the market. Three 
were acting as agents for unit trusts, two others had purchased large 
holdings in unit trusts, and three had associated themselves with de- 
velopment banks."® 

Nevertheless, the steady increase in the total of hire-purchase 
transactions continued, most of it due to the finance companies. The 
central monetary authorities, even when they view such increases as 
inflationary, cannot touch the finance companies by any of the usual 
devices for tightening credit. The commercial banks have therefore 
borne the brunt of the controls, while the finance companies have 
proceeded uninhibited to finance consumers."* In Australia the Re- 
serve Bank (until 1960, the Commonwealth Bank) can, by a com- 
bination of required reserve deposits, policy directives, and, to a 
smaller extent, discount-rate changes, influence the volume of bank 
credit. But there are no certain devices by which the central bank 
can force the finance companies to reduce the amount of their ad- 
vances or to tighten their terms of credit. 

As a general proposition, the effective means of limiting consumer 
credit may be classified under three headings: limiting the amount 
of the advance by changing the amount of the required down pay- 
ment, limiting the time duration of the contract, and increasing the 
interest and other charges for the financing. Indirect methods are 
usually less effective but might include limiting the size or the capi- 
tal of the finance companies themselves or limiting their borrowing. 

None of these devices can be used in Australia by the central gov- 
ernment authorities. The Commonwealth government, like that of 
the United States, is federal in form, with only those powers which 
have been expressly granted to it by the states. The Constitution of 
Australia does, it is true, give to the Commonwealth, in Section 51 
(xiii) the power to legislate concerning “banking” and also, in Sec- 
tion 51 (xx), to legislate concerning “trading and financial] corpora- 
tions formed within the limits of the Commonwealth.” However, 
the famous Section 92 provides that trade between the states shall 
be “absolutely free.” Although it is quite clear that this section was 
designed to prevent any state from setting up a tariff barrier against 
any other, it has been interpreted by the courts in a much broader 


16. Ibid., October 1, 1959; January 28, August 25, October 27, December 8, 1960. 


17. This situation is discussed at some length in a recent article in the Economic 
Record, December, 1960, by Warren P. Hogan, who concludes that “. . . the nonbanking 
intermediaries provide an alternative source of funds at a time when credit restraint 
limits the capacity of the banking system to meet the requirements of business.” 
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sense to prevent federal control over interstate trade. This seems to 
exclude the possibility of federal control over the business of finance 
companies, which is interstate. If there had ever been a court-tested 
definition of banking, it is possible that the finance companies could 
be subjected to controls similar to those now exercised by the Re- 
serve Bank over the trading banks.’* However, if that definition 
hinged upon the acceptance of deposits from the public, the finance 
companies could escape control by simply ceasing to accept deposits. 

In the absence of specific powers of control over the credit activi- 
ties of the finance companies, the central monetary authorities have 
on occasion attempted to obtain voluntary co-operation to limit the 
amount of credit outstanding. In October, 1955, for example, a few 
months after the central bank had requested the trading banks not 
to make additional loans for hire-purchase financing, the Prime 
Minister obtained an agreement from the larger finance companies 
to keep their total volume of new credit within the limits of a 10 per 
cent increase over the preceding year; to require down payments of 
one-third on motor vehicles and 15 per cent on household goods; 
and to limit maturities to 30 months at most. Unfortunately, the 
retail merchants who did their own financing were not included in 
the agreement; rather than see their business go to the merchants, 
the finance companies renounced the agreement before the end of 
the twelve-month period it was designed to cover. 

Another indirect attempt to curb hire-purchase credit by increas- 
ing the sales tax on cars, in 1956, did reduce the number of cars sold 
but increased the amount loaned on each car, so that the net result 
was nii.’® At the end of 1960 another device was tried, that of set- 
ting a ceiling on the amount of interest which could be deducted as 
a business expense by the finance companies; it was hoped that this 
would slow the expansion of hire-purchase financing. At the same 
time, life insurance companies and pension and superannuation 
funds were required to invest 30 per cent of funds in government 
loans, as another way of reducing the amount of funds available to 
the finance companies.”° 

The impossibility of direct control over the finance companies by 


18. The same problem exists in England; can a finance company be subjected to the 
same regulations as banks? See Report of the Committee on the Working of the Bank- 
ing System, p. 214. 

19. H. C. Coombs, “Conditions of Monetary Policy in Australia,” Current Affairs Bul- 
letin, XXXIV (May, 1959), 13. 


20. Australian Financial Review, November 24, 1960. 
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the central monetary authorities and the dubious results of the in- 
direct controls have had the result of throwing the problem to the 
states. They have not been entirely unmindful of their responsibili- 
ties. South Australia and Western Australia had legislated on the 
subject as early as 1931, and by 1943 every state had passed some 
kind of law relating to hire-purchase transactions. Most of them 
were concerned primarily with the protection of the consumer from 
fraud or extortion. The purchase agreement was usually required to 
be in writing and sometimes to be registered, so that it became a 
matter of public record. Several states set limits for the down pay- 
ment and the maximum term of credit, but even in New South 
Wales there was no prohibition of no-deposit sales until 1957. The 
rights of the seller and of the purchaser in case of repossession were 
spelled out by many states. None of the states, however, made any 
attempt to limit the volume of consumer credit outstanding, since 
this would have had merely the effect of driving the finance com- 
pany to another state from which to conduct its business. 

The desire of all the state governments to prevent this type of 
competition among themselves and the continuing rapid growth of 
hire-purchase financing brought about in 1958 a hitherto little- 
known form of co-operation among state governments. With the ad- 
vice and assistance of Commonwealth officials, they held a series of 
conferences and drafted a model law which could be adopted by all 
the states in order to eliminate some of the legal confusion in this 
field. The state of Victoria passed the uniform law in May, 1959, 
and its example was followed by all the others. 

These laws vary only in minor details and, to that extent, repre- 
sent an improvement. They do not, however, go much beyond the 
pattern already established by the best of the previous state legis- 
lation. The hire-purchase contract is required to be in writing and 
to contain the specific amounts charged for interest, insurance, 
maintenance, and other items; the contract must state the “price at 
which at the time of signing the agreement the hirer might have 
purchased the goods for cash,” the total amount payable, and the 
amount and number of payments to be made. Provisions for repos- 
session in case of non-payment must also be included in the con- 
tract. Neither minimum deposit nor maximum maturity provisions 
are included in the Uniform Bill, although several states have 
adopted them. New South Wales, for example, where the control 
over hire purchase is now stricter than most, sets a down payment 
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of 20 per cent on new motor vehicles, with a maximum flat interest 
rate of 7 per cent; on secondhand vehicles the deposit must be 25 
per cent, with interest limited to 9 per cent. On all other goods the 
down payment is 10 per cent, and the maximum interest is 10 per 
cent. The provisions apply to retail stores as well as to finance com- 
panies. 

These laws, which have raised the standard of protection for con- 
sumers, have perhaps indirectly limited the volume of consumer 
credit a little, but they have certainly not been an effective device 
for controlling such credit. Another type of legislation on consumer 
credit in all the states is the stamp tax, not for control but for reve- 
nue. Victoria and Tasmania have a 2 per cent tax on all hire-pur- 
chase transactions; other states have 1 per cent. It is estimated that 
these levies add £4 million per year to the income of the states and 
to the costs of the finance companies. It would, of course, be possible 
for a flexible sales tax to be used as an intrument of control, raising 
the tax to discourage credit and reducing it in periods of depression 
in order to stimulate consumer purchases. The states are hardly 
likely to act in concert on such a matter, and its effect would prob- 
ably be small in any case. 

Since the probability of effective control by the states is so small, 
there have been several attempts to put adequate powers into the 
hands of the central government. At the end of the war, a constitu- 
tional amendment would have given the federal authorities explicit 
power to regulate consumer credit, but this was rejected by the ref- 
erendum, as are, indeed, most amendments. More recently the 
Commonwealth Committee on Constitutional Review recommended 
in its report two amendments which would affect finance companies. 
The first would give the federal government the power to control 
capital issues; this would make it possible to control the amount of 
new capital funds and the terms of the issue, as is done in New 
Zealand, where the finance companies are limited to a capital of 
£10,000 and may not pay more than 5 per cent on deposits received 
from the public. 

A second amendment proposed by the committee would specif- 
ically give to the Commonwealth government the power to legislate 
regarding consumer credit. This would make it possible for the 
central monetary authorities to set minimum down payments, maxi- 
mum interest and other charges, and maturity limits and bring the 
finance companies under controls similar to those exercised over the 
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banks. Unfortunately, in spite of Labor party and some Liberal 
support, not even the Review Committee seems sanguine about the 
prospects for enacting such amendments by popular referendum.”! 

At present there is an impasse. The commercial banks, in spite of 
their involvement with the finance companies, are resentful of the 
fact that banking is subject to controls which are not applied to the 
finance companies. The central monetary authorities are restive be- 
cause they feel that they are hampered in their efforts to check the 
inflation which is a constant threat. State governments are unwill- 
ing, and the central government is unable, to take effective action. 
New legislation is clearly necessary, and it should be undertaken 
before a crisis occurs. 


21. Ibid., January 28, August 26, 1960. 





EFFECT OF DEFAULTS AND CREDIT DETERIORATION 
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THE AUTHORS WERE faced with the problem of estimating the size 
of reserve which would have been necessary for absorbing losses on 
medium- and high-grade corporate bonds during the first half of this 
century. Upon searching the literature to see what help could be 
gained from past authorities, we found that there is a gap between 
the doctrines by theorists as to the kind of experience expectable 
and the best published statistics of realized yields and loss rates.’ 
We are passing along the results of a small effort to plug this gap in 
the hope that it will help others who are similarly faced with the 
necessity of using the record of the past performance of corporate 
bonds in connection with problems of evaluation of probable future 
performance. 

Theorists in the field of investments seem generally to offer sup- 
port for the idea that some reserve is desirable. This is found in such 
doctrines that, in contrast with common stocks, where either gain or 
loss may be expected, the nature of the contract in unconvertible cor- 
porate bonds severely limits the possibilities of gain but leaves quite 
open the possibilities of loss up to 100 per cent. Again, there is the 
doctrine that bond investment is a “negative art,” requiring princi- 
pally the gauging of the chances for loss and the estimating of what 
premium in yield is appropriate for acceptance of those chances. 
Many writers have regarded the difference between the prospective 
yield from market price on a bond and the yield prevailing at the 
same time on riskless securities of similar term as consisting mainly 


1. The best published statistics on the realized yields and loss rates on corporate 
bonds are in W. Braddock Hickman, Corporate Bond Quality and Investor Experi- 
ence and Statistical Measures of Corporate Bond Financing (Princeton: Princeton Uni- 
versity Press, 1959 and 1960, respectively). Inasmuch as our purpose is to supplement 
and build upon the material already published by Mr. Hickman, our debt to him is 
obvious. We are also deeply indebted to the National Bureau of Economic Research 
for tabulating individual yields from their punched cards in such a manner as to permit 
the derivation of our “modified” realized yields and loss rates—particularly to Dr. 
Geoffrey Moore for his stimulating ideas and to Miss Elizabeth T. Simpson, whose 
grasp of our problem and knowledge of the basic records were extremely helpful. 
Grateful acknowledgment is made to Robert Morrison, William Dawn, and Gary L. 
Swenson, graduate students at the University of Wisconsin, for statistical assistance. 
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of premium offered the investor for assuming risk of later loss. This 
sort of theory reached perhaps its most extreme form in the writings 
of Kirshman, who implied that, within a diversified portfolio of 
bonds, sufficiently large for averages to work out, greater losses 
would later be incurred among the bonds of higher-risk premiums 
which would reduce their average realized yield below the prospec- 
tive, probably down to the level of the prospective yields prevailing 
on only the riskless ones.” Thus there is the implication that the in- 
terest receipts in excess of those on the safest bonds should not be 
regarded as income but as an offset to losses expected to be experi- 
enced on the portfolio of such bonds later when defaults occur and 
that, for the institutional investor capable of reserving income, such 
risk premiums presumably indicate the proper rates of reservation 
for later losses. 

Turning now to the literature on statistics of yields of corporate 
bonds, most of the published statistics have heen, as in the case of 
Macaulay® and Durand,* in terms of the prospective yields—look- 
ing forward from market prices in anticipation of performance ac- 
cording to the contract. Such yields might also be characterized as 
“ex ante,” “expected,” “anticipatory,” or “market” yields. There 
has been a growing literature reflecting attempts to contrast such 
anticipatory yields with yields which measure the departures of ac- 
tual from anticipated performance.” This latter type of yield is vari- 
ously characterized as “actual,” “realized,” “ex post,” or “life- 
span” yields. And the deficiencies of the ex post from the ex ante 
yields—of the realized from the prospective yields—have been 
characterized as “loss rates” —measuring the rates of annual reser- 
vations from interest receipts which would have been necessary in 
order to offset subsequent losses. Such realized yields and loss rates 
have been computed not only for various categories of corporate 
bonds but also for varying length and calendar terminal points of 


2. J. E. Kirshman, Principles of Investment (New York: McGraw-Hill Book Co., 
Inc., 1933), pp. 95, 109-10. 

3. Frederick A. Macaulay, Interest Rates, Bond Yields, and Stock Prices (New 
York: National Bureau of Economic Research, 1938). 

4. David Durand, “Basic Yields of Corporate Bonds, 1900-1942” (Technical Paper 
No. 3 [New York: National Bureau of Economic Research, 1942]). 

5. For some “pre-Hickman” studies involving “realized” yields, see A. S. Dewing, 
The Financial Policy of Corporations (New York: Ronald Press, 1926), pp. 1194-95; 
H. G. Fraine, “Superiority of High-Yield Bonds Not Substantiated by 1927-1936 
Performance,” Annalist (New York Times Publishing Co.), October 1, 1937; Leo 
Spurrier, “Common Stocks and Bonds as Long-Term Investments,” Journal of Busi- 
ness (January, 1941), XIV, 9. 
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assumed periods of holding. They have been computed on the basis 
of holding from issue to extinguishment of the contract, as well as 
on the basis of purchase on certain dates and sale at other dates. 
For the purpose of measuring default risk, the measures covering 
holdings during the years of the depression of the 1930’s are most 
useful because during that period bonds suffered as much from de- 
fault and value depreciation as seems likely ever to be experienced 
in the future. The period of the thirties is thus regarded as furnish- 
ing a sort of acid test. 

All the various realized yields for which statistics have been pub- 
lished have one characteristic in common. They reflect the effects on 
realized yields of money-market changes just as readily as they do 
effects of credit impairment or default. The realized yields are in- 
creased above the prospective yields by reason of calls for redemp- 
tion at prices higher than the maturity value, as well as lowered be- 
low the prospective yield as the result of impairments in the pay- 
ment of interest or principal. For bonds outstanding on a date of 
assumed market liquidation, as at the end of a period of study, the 
realized yields are pushed above the prospective yields if the market 
rate of interest at such a time is below the market level at the time 
of assumed purchase, as well as pushed below the prospective yields 
by declines in market values by reason of impairment of the credit 
standing of the debtor. The published realized-yield statistics which 
average these diverse effects are found to be very reassuring by 
some institutional investors, who cite them as evidence that the his- 
tory of this period of admittedly acid test indicates that no reserve 
is necessary. 

Those taking this position are fond of citing that the most com- 
prehensive and useful publication of such yields shows that the av- 
erage realized yield on a representative portfolio of corporate bonds 
of the four highest agency rating grades during the span of years 
from early 1900 to early 1944 was actually in excess of, instead of 
deficient from, the prospective yield, in spite of the facts that in 
each of those years actual interest payments were less than con- 
tracted for® and that the proportion of all outstanding straight cor- 
porate bonds in default reached as high as about 15 per cent in 1936 
and 1940. Had the large issues of the top four rating grades run to 


6. See W. Braddock Hickman, The Volume of Corporate Bond Financing since 
1900 (Princeton: Princeton University Press, 1953), Table A-25, p. 380. 


7. Calculated from Tables A-2 and A-17 of Hickman, ibid., pp. 257 and 340. 
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maturity with interest and principal payments unimpaired, they 
would have given the investor a yield of 4.8 per cent.® In spite of 
some bonds defaulting and many others declining in liquidating 
value because of impairment of credit condition, the average® real- 
ized yield for the entire group was 5.2 per cent.* Some investors are 
unduly impressed by the fact that, instead of an expected loss rate, 
there was an average rate of gain of the realized over the prospec- 
tive yield of 0.4 per cent per annum (5.2 — 4.8). Such a result is 
at least superficially contrary to the theoretical doctrines and came 
about, of course, because the gains in redemption values and final 
market values of many bonds, due mainly to changes in money- 
market conditions, more than offset the defection of the realized 
from the prospective yields of other bonds within the portfolio 
caused by defaults in interest and principal payments and by depre- 
ciation in final liquidation value due to deterioration in credit pros- 
pects. Hickman says: 


Thus, if all of the bond issues in this study are conceived of as pooled into a 
single portfolio held from offering to extinguishment or 1944, the portfolio 
would have suffered no loss in current dollars. This is a truly remarkable finding 
in view of the fact that the record spans a period of forty-four years that in- 
cludes a great war and a great depression.!° 


For the purpose of estimating the reserve needs of large-scale 
continuing investors, it was desired to supplement the already pub- 
lished realized yields and loss rates with “modified” realized yields 
and loss rates which reduce, though do not completely remove, the 
effect of money-market influences on final liquidation values. To 
continuing investors the retirement of an issue before maturity at a 
premium over the maturity payment is usually a disadvantage 
rather than an advantage, because retirements by call are usually 
at the option of the issuer rather than the investor and are usually 
under conditions which are advantageous to the issuer and disad- 
vantageous to the investor—namely, when the market rate of in- 
terest for refunding and therefore for reinvestment in the same de- 
gree of risk is lower than the contract rate in the security already 
outstanding. Under such circumstances reinvestment at the same 
degree of risk usually involves a loss on the reinvestment much 


8. Hickman, Statistical Measures, p. 394. 


9. Mean of individual percentage annual yields of individual bonds weighted by 
dollar volume at issuance. For detailed background on the computation and averag- 
ing of bond yields, see Hickman, Bond Quality, pp. 54-66. 


10. Ibid., p. 73. 
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greater than the gain on liquidation of the issue which is termi- 
nated."* For the continuing investor, the call premium is, in effect, 
inadequate “liquidated damages” for loss to be suffered on rein- 
vestment. 

That there was a drastic decline in rates earned on invested funds 
by life insurance companies during the period of abnormally high 
calls and refundings of the 1930’s and 1940’s can be noted from Table 
1, The realized yields now available in the literature are affected not 
only by calls but also by the market prices assumed for purchase or 
liquidation of bonds outstanding at terminal dates of the study rec- 


TABLE 1 


NET RATES EARNED ON INVESTED LIFE INSURANCE 
COMPANY FUNDS (PER CENT)* 


Year Rate Year Rate Year Rate 
ee 4.83 , SE 5.05 ee 3.45 
ee 5.02 . eee 1941. 3.41 
5.12 .. See aa 3.40 
 —— . oe Rae... . ma _. ere 3.29 
9934..... . oe ae _.. eee 3.19 
. a= . eae errr re 
a 5.09 eee 19%6....... 2.92 
5.05 Sere + aan 1947.... 2.88 
. ae . S&S DUescscscs ae eee 2.96 
es em F SE 3.04 


* From Life Insurance Fact Book, 1952 (New York: Institute of Life Insurance, 1953), p. 49. 


ord. Hickman was obviously concerned with the possible distortion 
of yields caused by unprecedentedly low interest rates, hence by 
unprecedentedly high bond prices on the date of assumed liquida- 
tion in the market of the population of bonds still outstanding at 
the end of the study period. He dealt with the difficulty by breaking 
up or refining his population in different ways, but without modify- 
ing the realized yields. He shows, for example, that when the issues 
outstanding at the termini of the study are excluded and the popu- 


11. The following hypothetical illustration uses interest-rate changes that are within 
the record of recent experience: Assume an investor purchases at par $1,000,000 of 
44 per cent bonds due in thirty years at par but callable in ten years at 105. The 
prospective yield would be 4.5 per cent. Assume that, ten years later, interest rates for 
that degree of risk decline to 3 per cent and that the bonds are called by the issuer. 
The investor would then receive $1,050,000. This would appear to represent a capital 
gain of $50,000. The reinvestment of the $1,050,000 would have to be at the lower 
interest rates prevailing, namely, 3 per cent for comparable quality securities. Upon 
reinvestment, there would be a decline in annual interest receipts from $45,000 to 
$31,500 (3 per cent X $1,050,000), or an income loss of $13,500 annually. The $270,000 
loss (20 X $13,500) in income over the twenty years foregone of the old contract is 
substantially greater than the $50,000 premium received on the call of the old bonds. 
And the new bond, because of its lower coupon rate, would have less chance of eventual 
liquidation above maturity value. 
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lation confined to issues which were both issued and extinguished 
within the span of years of the study, 

... the loss rate rises from — 0.1 per cent (inferring capital gains) to 0.1 per 
cent (inferring capital losses). The implication would seem to be that investors 
who are unable to take advantage of market appreciation on outstanding issues 
(but are required by statute to write securities down to market under certain 
circumstances) would require somewhat higher loss reserves than those needed 
by investors generally. So far as can be judged from the record before us, a re- 
serve accumulated at the rate of 0.1 per cent on book value would have been 
adequate to take care of default losses on large issues offered and extinguished 
within the period studied.?* 


This refinement is at the cost of omitting, from averaging, the yields 
of the great population of bonds outstanding at the end of the rec- 
ord, some of which were still suffering from credit impairment and 
from failure to complete reorganization following default. Also, it 
still leaves in the record the abnormally high gains from calls, which 
also resulted from the drop in interest rates. Most of the bonds ex- 
tinguished during this period were extinguished by call. The calls at 
premiums were allowed to push the realized yields above the pro- 
spective yields. Inasmuch as most of such retirements were toward 
the end of the period, reinvestment would have been made in bonds 
which were issued at such low interest rates as not so likely in turn 
to be redeemed at premiums. The abnormality of the volume of re- 
demption at premiums is indicated by the fact that the average pro- 
portion of redemptions by call during the latter half of the period 
studied was about ten times that of the earlier half.1* The problem 
is to retain the successful along with the unsuccessful bonds with- 
out retaining the gains in realized yields caused by the change in 
level of interest rates. 

In order to retain as much as possible of the effects of defaults 
and impairment of credit prospects and eliminate as much as pos- 
sible of the effects of purely money-market influences, the authors 
have derived “modified” averages of the realized (life-span) yields 
and loss rates for all large’* straight corporate bonds outstanding 
during the period 1900-1944. This was done by the simple device of 
substituting the contractual yield for the realized yield for those 
undefaulting bonds for which the realized was in excess of the pro- 
spective yield. For such bonds the somewhat dubious gains of the 
realized over the expected yields—reflecting mainly the effect of the 


12. Hickman, Bond Quality, p. 83. 
13. Computed from Hickman, Statistical Measures, Table 165, p. 297. 
14. More than $5,000,000 in size of issue. 
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falling level of interest rates on redemption values and final market 
prices—are eliminated. 

This treatment involves the working assumption (some qualifica- 
tions of which are noted in the next paragraph) that the excesses of 
realized over prospective yields on undefaulted bonds were due to 
lower interest rates and not to improved credit prospects. (The un- 
precedentedly low interest rates during the time of abnormally high 
call volume and at the end of the experience record were accom- 
panied by stock prices well below half their 1929 high.) In other 
words, the working assumption is that the bonds which were called 
at premiums over face would have run to maturity and been re- 
deemed at face value. And that those undefaulted bonds still out- 
standing at the end which were quoted in the market at liquidating 
prices such that the realized yields were above the prospective owed 
the gain to the influence on bond prices of the unprecedentedly low 
interest rates prevailing at the end of 1943. From these assumptions 
it would follow that, had there been no change in the level of basic 
interest rate, the realized yields on both groups of bonds mentioned 
above would have been equal to, instead of in excess of, their pro- 
spective yields.”* Substituting the individual prospective yields on 
this population of bonds for their actual realized yields, in averag- 
ing the realized yields of these plus of those of the population of 
bonds whose actual realized yields were not in excess of their pro- 
spective yields, gives us our “modified” realized-yield average for 
the combined population without loss of the record of any of the 
bonds. 

The lower realized yields and higher loss rates resulting, how- 
ever, do not give a complete separation of the effects of default and 
credit impairment from the effects of changes in the interest-rate 
level. Some of the premium redemptions and higher liquidating val- 
ues may have resulted from other causes than a decline in the gen- 
eral level of interest rates, perhaps because of better cash position 
or improved financial prospects of the issuer. Much of the small 
volume of calls during the first two decades of the century was 
probably for such reasons. However, it was during the last decade 
and a half of the period studied that the volume of bonds outstand- 
ing was the largest, that the proportion of calls and refundings was 


15. It might be argued that the uptilting term structure of the interest rate pre- 
vailing toward the end of the experience record would alone have caused the bonds 
to be higher in price because their terms would have become shorter. But the tilt of 
the term structure could well have resulted from the descent of interest rates to an 
abnormally low level. See, for example, R. I. Robinson, The Management of Bank 
Funds (New York: McGraw-Hill Book Co., Inc., 1951), p. 328. 
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abnormally high, and that the interest-rate level became unprece- 
dentedly low.’® Inasmuch as the favorable money-market conditions 
were accompanied by a severe business depression and abnormally 
high volume of defaults, it seems likely that most of the individual 
excesses of realized over prospective yields, on the other hand, were 
due to ease of money rather than to improvement in credit standing 
of the issuers. It must be recognized also that money-market influ- 
ences have not been removed from the realized yields and loss rates 
of those bonds which defaulted or of those bonds whose market 
values at the close of the experience record were such as to produce 
a deficiency of realized from expected yield.” 

Except, then, for minor impurities, the modified averages of real- 
ized yields tend to approach, but not quite reach, what the bonds 
would have yielded without the fortunate and abnormal gains from 
interest-rate-level changes. The modified averages of loss rates in- 
dicate roughly how much of the interest receipts of the entire port- 
folio would have had to be reserved in order to compensate for losses 
on the portion of the portfolio that defaulted and on the portion 
suffering from decline in market value at the end of the study be- 
cause of credit deterioration. 

The modified loss rate represents the rate which it would have 
been wise to have reserved under a policy of treating any gains over 
the prospective yield as purely fortuitous. Such a policy has its 
points, not only because of the questionableness of such “gains” as 
income for a continuing investor, but also because of the erratic 
pattern of calls and the imprudence of counting upon the repetition 
of the abnormally high proportion of them. 

The resulting modified averages of realized yields and loss rates 
are presented in the last two columns of Table 2 (see pp. 431 and 
432).’° The modified and unmodified average realized yields for 
the population of most interest to our argument—on all large cor- 
porate bonds issued and outstanding between January 1, 1900, and 
December 1, 1943, and carrying at time of issuance one of the four 


16. See Hickman, Corporate Bond Financing, pp. 250, 292, 300, and 129. 


17. Limitations of data on the punched cards did not permit this step. The modified 
averages of realized yields would presumably have been even lower and the resulting 
loss rates even higher, had we found it possible to remove the effect of interest-level 
change on their final market vaiues. 


18. The population on which they are based is the $55,181 million of large issues 
mentioned on p. 35 of Hickman’s Bond Quality, less $2,743 million of irregular offerings. 
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highest agency rating grades—compare with their average promised 
yields as shown in the accompanying table. 


WEIGHTED MEAN ANNUAL RATE 


(Per CENT) 
Promised Realized Yield 
AGENCY RATING Yield Unmodified Modified 
ERE ae oe 4.5 2.5 4.3 
ee 4.5 5.8 4.3 
ee ee 4.9 5.0 4.3 
_ See 5.4 Le 4.5 
. SES 4.7 5.0 4.3 
Ps nce dia ors 4.8 5.2 4. 


* Median of various agency ratings at time of offering: I com- 
parable to AAA, AI-+, etc.; II, to AA, AI, etc.; IV, to BAA, BI+. 

It may be of some interest to note that the modified realized 
yields give a pattern much closer to the uniformity expected by 
Kirshman than do the unmodified. The pattern of the mean defi- 
ciency (loss rate)*® of the modified realized from the prospective 
yields is much more in line with the default frequency and the dif- 
ferentials in risk implied by both the median ratings of the leading 
rating agencies and the prospective yields (as in the accompanying 
table). Reservations at the rate of 0.2 per cent of the portfolio per 

Garn (+) or Loss (—) oF 


REALIZED COMPARED WITH 
Prospective YIELD 


(Per CENT) 

AGENCY RATING Unmodified Modified 
ae gars alah Ge se tae +0.6 —0.1 
ee aces arene +0.5 —0.3 
Eee... Af ete +0.1 —0.6 
— are ere +0.4 —0.9 
I-III... See oe +0.4 —0.4 
ee a +0.4 —0.5 


annum would have been enough for the real losses from default and 
credit impairment on a conservative portfolio of the two top agency 
grades, but almost 1 per cent would have been necessary for a port- 
folio concentrating in a representative cross-section of fourth-grade 
corporates. While the modified loss rates indicate that higher reser- 
vations out of interest receipts would have been necessary for the 
riskier issues, the uniformity of modified realized yields compared 
with the stepping-up of offering yields shows that buyers through 
their bidding generally anticipated about the correct amount of 
prospective-yield differential necessary to level the realized yields, 


19. Difference between the above arithmetic means of weighted individual prospec- 
tive and realized yields. Slight discrepancies are due to rounding to first decimal place. 
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in the absence of money-market changes. Reference to the other parts 
of Table 2 shows that the patterns become more erratic, as might 
be expected, with fragmentation of the universe. 

But such departures among the three parts of the universe—rail- 
roads, public utilities, and industrials—from the average of all cor- 
porates imply that discrimination in selection would have reduced 
the rate of loss. 





ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


MONEY AND CREDIT IN MEXICO, 1920-40* 


RoBERT R. EDMINSTER 


University of Utah 


SINcE 1940 THE Mexican economy has experienced remarkably 
rapid development. A necessary precondition of this growth was the 
establishment of a new monetary system to replace the system de- 
stroyed by the revolution. This is a study of the evolution of Mex- 
ican financial institutions in the twenty years before 1940. 

From 1920 to 1931 Mexico had an inconvertible bimetallic money 
supply. With this inadequate system it was faced with a chronically 
unfavorable balance of payments caused largely by the rapid de- 
cline of petroleum exports and flights of capital. Government policy 
consisted mainly of coining silver for the seignorage revenue. As a 
result, the silver peso was usually at a discount relative to the gold 
peso. 

The pre-1910 banking system dominated by a few large banks of 
issue did not survive the revolution. In the twenties a new system 
was established with the government-controlled Bank of Mexico the 
sole issue bank. The refusal of the public to accept its notes, how- 
ever, and a lack of control over either coinage or the commercial 
banks made the Bank of Mexico ineffective as a central bank. 

The world crisis after 1929 resulted in a thorough reorganization 
of the makeshift system of the preceding decade. Gold was de- 
monetized, the silver peso became the standard coin, the supply of 
money was increased, and the goal of external stability of the peso 
was abandoned. External deflationary influences were counteracted 
by the coinage of silver. 

After 1934 the impetus to change in monetary affairs came not 
from abroad but from the program of economic and social reform 
followed by the Cardenas administration. The monetary system was 
not utilized to accomplish the investment objectives of the govern- 
ment. The Bank of Mexico developed the conventional technical 


* A dissertation completed at the University of California (Berkeley) in 1959. 
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weapons of monetary policy through a broadening of its legal pow- 
ers and reform of the monetary system, although there remained 
important weakness in this control. More important, however, was 
the emergence of the bank as an instrument for carrying out the 
development policies of the government. It did this through the use 
of its money-creating powers in the late 1930’s. Second, it became 
the center of a group of government-controlled financial organiza- 
tions capable of directing investment flows into specific activities in 
accordance with the policies of the government. The most important 
of these organizations in the 1930’s were the agricultural credit 
banks. 





PROCESS OF ECONOMIC ADAPTATION IN A WORLD 
WAR II NEUTRAL: A CASE STUDY OF SWEDEN* 


DANIEL JAMEs EDWARDS 
Western Maryland College 


THE GENERAL PURPOSE Of this study was to analyze the process of 
economic adaptation in Sweden during World War II. In the first of 
four secondary interests, I investigated Patinkin’s real-balance ef- 
fect. In the second, I analyzed the relationship between the real- 
balance effect and the operation of Galbraith’s “disequilibrium sys- 
tem.” The study also looked into the sources of monetary expansion 
and inquired into the application of the Friedman-Warburton rule 
of monetary expansion. 

Sweden successfully solved the basic problem of adapting its 
economy for defense and survival. Its standard of living did not fall 
significantly or continuously. Foreign trade declined greatly. Never- 
theless, real income increased during the last two war years. The 
major production victory was the creation of substitutes whose raw 
materials came from the forests. 

Insights were gained into the first and second subsidiary interests 
by constructing various indexes. An array of the quarters in which 
indexes of real balances were smaller than in peacetime had such a 
configuration that it was called the “deflationary wedge.” Through 
the stabilization of expectations, velocity was reduced after the 
middle of the war. This dampened velocity was interpreted as a 
relationship between the real-balance effect and the “disequilibrium 
system.” During the period of price stability, after the middle of 
the war, the real-balance effect was identified as “stabilizing.” 

The monetary inflation was fundamentally internal rather than 
external. However, if the monetary mechanism responded passively 
to demand conditions, then increases in import prices could give a 
good explanation of wartime inflation. It was a “variable-import- 
price-multiplier mechanism.” Nevertheless, there were questions 
about the passivity of the wartime money supply. There was a rapid 
redistribution of income during the beginning of the war. If the 
monetary inflation was permitted, or even accentuated, by the au- 
thorities in order to bring about price and income inflation, so that 


*A dissertation completed at the University of Virginia in 1960. 
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income could be redistributed through taxation and a complex sys- 
tem of subsidies and rebates, then the authorities must be judged 
to have been very successful. 

The inquiry into the fourth subsidiary interest was inconclusive. 
However, it was striking that the period of relative price stability 
and very slight price declines was accompanied by a relatively stable 
rate of monetary expansion and a rate which also gradually de- 
clined. The change in prices was noted to be highly correlated with 
the change in the percentage of money in liquid assets. This latter 
observation was considered an “expectational ratio.” 

After considering, first, the performance of velocity both at the 
beginning and at the end of the war and, second, noting the revolu- 
tion of expectations about a continual mild inflation with relatively 
full employment and, finally, taking note of the legal-moral-tradi- 
tional pressures that would be exerted on financial institutions for 
the conversion of near-money into pure money and also the use of 
near-money as collateral for credit, the conclusion was reached that 
preparations should be made to put into effect immediately a modi- 
fied version of the Scitovsky-Shaw-Tarshis approach for the mobili- 
zation of resources if another world war should start. In the event 
of a World War III the dynamic real-balance effect would be 
destabilizing. 
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ACTIVITIES OF STUDENT AFFILIATES 
1960-61 


MARQUETTE UNIVERSITY 

In the 1960-61 academic year the Marquette University Chapter of the 
American Finance Association held six professional meetings at which execu- 
tives or analysts in the field of finance lectured and led discussions on such 
topics as “The Gold Situation in the United States”; “Employment Opportuni- 
ties in the Investment Field”; “Aspects of Life Insurance”; and “Speculation 
in Common Stocks.” In December the chapter sponsored tours of two invest- 
ment houses: Paine, Weber, Jackson & Curtis; and Merrill Lynch, Pierce, 
Fenner & Smith. The chapter made its annual field trip in April to Chicago, 
where it visited the Chicago Board of Trade, the Midwest Stock Exchange, and 
the Federal Reserve Bank. 

The following were recently elected as officers: Bill O’Regan, president; 
Bruce Robertson, vice-president; Bob Blonski, secretary; and Don Stockhausen, 
treasurer. The faculty sponsor of the chapter is Professor Francis Calkins. 


THE UNIVERSITY OF FLORIDA 


The American Finance Association Chapter at the University of Florida pre- 
sented a number of speakers in the field of banking and finance at its bimonthly 
meetings, among whom were Mr. William J. Edmonds, assistant controller, 
Standard Oil Company of New Jersey; Mr. Charles D. Halsey, Jr., assistant 
cashier, First National City Bank of New York; and Mr. James G. Richardson, 
president, Commercial Bank and Trust Company, Ocala, Florida. 

During the school year the chapter made two field trips, the first to the First 
National Bank of Dunedin, Florida, and the second to Atlanta, Georgia, where 
it visited the Citizens and Southern National Bank and the Federal Reserve 
Bank of Atlanta. 

The chapter conducted a panel discussion on employment opportunities in 
the fields of commercial banking, trust banking, investment banking, and mort- 
gage banking on the annual “B-Day,” sponsored by the College of Business 
Administration. 

The officers of the chapter for the spring semester were: Michael Garvey, 
president; Donald Elliotte, vice-president; Joanne McAvena, secretary; and 
Leon LaChance, treasurer. The officers of the chapter for the fall semester will 
be: Gordon Blitch, president; Richard Johnson, vice-president; Jim Mitchell, 
secretary; and James Eckert, treasurer. The faculty sponsor is Professor 
Lawrence L. Crum. 


INDIANA UNIVERSITY 
The Graduate Finance Club of the Schoo! of Business of Indiana University 
had a limited program for 1960-61. A social meeting was held at the start of 


the school year. In December club members attended the Bankers Education 
Conference, an event sponsored by the School of Business and one in which 
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many bank officers from Indiana and Illinois participated. Later in the year 
Benjamin Beckhart, professor of banking at Columbia University, addressed 
the club on the subject “Comparative Banking Systems.” 

The officers for the 1960 school year were: Ivan T. Call, president; W. Scott 
Bauman, vice-president; Louis Hannen, secretary-treasurer. The faculty sponsor 
is Professor Nathan Silverstein. 


UNIVERSITY OF HOUSTON 


The Economics and Finance Association of the University of Houston held 
six monthly meetings during 1961. Among the programs held were a talk on 
some political and economic aspects of West Germany’s relations with Europe 
by Mr. Walter F. Knips, vice-consul, Consulate of the Federal Republic of 
Germany, Houston, Texas; a talk on aspects of the export-import business in 
Japan by Mr. Shigeaki Yamashita, consul of Japan, Houston, Texas; and a talk 
on investment counseling by Mr. Howard F. Wortham, president, Trainer, 
Wortham & Company, Inc., of New York. 

The officers of the association for 1960-61 were Lee Kaiser, president; Ira 
Slover, vice-president; Vineta Nehring, secretary; and Harvey Lieberman, 
treasurer. Professor Henry C. Chen is the faculty sponsor. 


RUTGERS, THE STATE UNIVERSITY 


The Finance Club held six monthly meetings during the 1960-61 academic 
year. Roland J. Delfausse, research director, Bureau of Municipal Research, 
Newark, New Jersey, spoke on “Problems of Financing Urban Renewal in 
Newark and New Jersey” at the October meeting. In November, Donald 
Schwarz, secretary, Atomic Physics and Science Fund of Washington, D.C., 
spoke on “Mutual Funds.” In November the club visited the Federal Reserve 
Bank of New York City, and in March the club visited the New York Stock 
Exchange. Mr. Julien Grunberg, president, Grunberg & Company, spoke to the 
club in April on “The Whys and Wherefores of Mutual Funds.” In May the 
Finance Club published Volume IX of the Rutgers’ Finance Digest, an annual 
publication to which undergraduate students interested in finance contribute 
articles. 

The club officers for the spring semester, 1961, were: Joseph Letters, presi- 
dent; Valentine P. Magda, vice-president; Albert Phelan, secretary; and Michael 
Handago, treasurer. The faculty adviser is Professor Erich A. Otto. 


FORDHAM UNIVERSITY 


The Finance Society was comparatively inactive during the 1960-61 academic 
year. The society is planning its annual finance dinner for October 11, 1961. 
It also plans several discussions in 1961-62 on employment opportunities in 
various fields of finance. The officers of the society for 1961-62 will be Gerald 
T. FitzGerald, president, and Paul Neuda, vice-president. The faculty sponsor 
is Professor M. T. Casey. 


UNIVERSITY OF KANSAS 


The Finance and Insurance Club conducted several field trips during the year, 
including a visit to the Lawrence National Bank of Lawrence, Kansas, and a 
visit to the Kansas City office of E. F. Hutton & Company. Mr. Mark Lucas, 
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president, Lucas, Eisen, & Wackerly, Inc., addressed the club at one of its 
meetings on the subject of the municipal bond market. 

The club officers for 1960-61 were: Jerry B. Lewis, president; Joseph C. 
Morris, vice-president; Sylvia M. Van Dever, secretary; and Henry W. Hopp, 
treasurer. Professor Harold G. Krogh is the faculty sponsor. 


UNIVERSITY OF MICHIGAN 


The Michigan Chapter of AFA Student Affiliates was reorganized in Decem- 
ber, 1960, after having been inactive for several years. The chapter now has 
about 50 active members. 

In January the chapter visited the Detroit office of Merrill Lynch, Pierce, 
Fenner & Smith. Later in the month Professor Wilford J. Eiteman spoke to 
the chapter on “How To Make a Million Dollars and Go to Jail,” a description 
and analysis of abuses in the investment field prior to passage of the two se- 
curities acts in 1933 and 1934. In February Professor Douglas A. Hayes pre- 
sented a talk on “Current Developments in the Stock Market.” In March Pro- 
fessor Thomas G. Gies spoke on “Unemployment in the Affluent Society.” 

The chapter officers for 1960-61 were: Robert W. Morris, president; James 
Hammond, vice-president; Jules Otten, secretary; and Lynn White, treasurer. 
The faculty adviser is Professor James N. Holtz. 


NORTHWESTERN UNIVERSITY 


The major activity of the Graduate Finance Club of Northwestern University 
during the past year was a four-day tour of the First National Bank of Chicago. 
The tour was conducted on four consecutive Wednesdays, with each of the four 
days being spent in a separate area of the bank. The first day was spent in the 
Municipal and Government Bond Department, the second day in the Credit 
Department, and the third and fourth days in the Personal Trust section and 
Trust Management section of the Trust Department. 

The officers of the Finance Club for 1960-61 were: Jon C. Poppen, president, 


and Robert Euler, vice-president. Professor Corliss D. Anderson is the faculty 
sponsor. 


UNIVERSITY OF NOTRE DAME 


The main activity of the Finance Club of Notre Dame during the last school 
year was the third annual Finance Forum. Among those who appeared and 
spoke at the forum were Professor Joel Segall, of the Graduate School of Busi- 
ness of the University of Chicago; Mr. Edward T. McCormick, president of the 
American Stock Exchange; and Mr. William H. Coleman, president, Twin 
Coach Company. The Finance Club also conducted a field trip to New York 
City, where the members visited many of the major financial institutions. At 
several of the monthly meetings during 1960-61 research papers prepared by 
members were presented and discussed. 


UNIVERSITY OF CHICAGO 
The Student Chapter of the Graduate School of Business presented three 
speakers during the 1960-61 academic year. In November Professor Ezra Solo- 
mon presented a short-run economic forecast, in which he discussed the char- 
acteristics of the 1960-61 recession and the probable magnitudes and turning 








442 The Journal of Finance 


points of major economic indicators. The topic of the February meeting was 
“Capital Budgeting—the Techniques and Problems of Application.” The dis- 
cussion was led by Mr. W. Achton Lee, manager of Budget and Control Re- 
ports, Standard Oil Company of Indiana. The speaker for the May meeting was 
William G. Ericsson, vice-president, American National Bank & Trust Company 
of Chicago. He presented an approach to the valuation of common stocks and 
led a discussion of investor attitudes toward common-stock investments in the 
last decade. 

The chairman of the chapter for the 1961-62 academic year is J. Martin 
Perelson. The faculty adviser is Marshall D. Ketchum. 


UNIVERSITY OF MINNESOTA 


The Finance and Insurance Club held five meetings during the 1960-61 
academic year, all concerned with career possibilities in the various fields of 
finance. Among those who spoke to the club were Gust Johnson, vice-president, 
Northern States Power Company; Lynn Elling, Lincoln National Life Insurance 
Company; Donald Schmidt, executive secretary, Minnesota Consumer Finance 
Association; Thomas Beadnell, Thorpe Brothers Realty Company; and Waverly 
Smith and Bernard Bergston of the St. Paul Fire & Marine Insurance Company. 
The club also made a field trip to the investment banking and brokerage firm 
of Piper, Jaffray, and Hopwood. 

James Tiffany will be president of the Club in the fall semester 1961. The 
faculty sponsors are Professors Richard Norgaard and Harold Stevenson. 


UNIVERSITY OF CONNECTICUT 


The activities of the University of Connecticut Chapter of the American 
Finance Association during the past year centered on a series of lectures on 
estate planning. Among those who spoke on various aspects of the subject were 
James Bent, president, Hartford Federal Savings and Loan Association; William 
Fenniman, vice-president, Connecticut Bank and Trust Company; Carl Furniss, 
general manager, Connecticut General Life Insurance Company; Wayne Futt- 
ney, account executive, Putnam & Company; John Rowlson, Rowlson Real 
Estate Company; and Fred Schuckman, head, Connecticut State Budget. 

The officers of the chapter in the spring semester were: James Groth, presi- 
dent; John Kozlak, vice-president; and Donald Neirling, secretary-treasurer. 
Professor Albert O. Greef is the faculty adviser. 


NEW AFFILIATES 


During 1960-61 Finance Clubs at the following institutions received charters 
as affiliates of the American Finance Association: Arizona State University, 
Oregon State University, Northern Texas State College, University of Kansas, 
Florida State University. 
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BOOK REVIEWS 


Business Finance 


Security Credit: Its Economic Role and Regulation. By Jutes I. BoceN and 


HERMAN E. Krooss. Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. xii+ 
194. $4.95. 


This book, the result of a grant from the New York Stock Exchange, ap- 
pears, according to its Preface, amid a paucity of economic literature on the 
subject of security credit and when “completion of a quarter of a century of 
experience with [Federal Reserve] regulation makes a comprehensive and ob- 
jective study of credit in the security markets timely.” It is startling to the re- 
viewer to find repeated these deficiencies so recently noted in justification of a 
doctoral dissertation on margin requirements (Journal of Finance, December, 
1959), but it is disappointing to find that Professors Bogen and Krooss have 
given us little new material in this rather important area of finance. 

Despite its broader title, the book deals principally with the control of secu- 
rity credit through the imposition of margin requirements. Following the gen- 
eral organizational pattern of previous treatment, the text moves from a sketch 
of the early history of security credit to elementary and summary discussions of 
its purpose, nature, economic role, and magnitude. The major portions of the 
book are devoted to regulation. The development of control efforts prior to 1934 
is briefly summarized, as is the evolution of the Security Exchange Act and 
regulation under its provisions. Finally, a limited effort is made to assess certain 
effects of changes in margin requirements, and various categories of security 
credit not subjected to regulation are noted. 

Throughout, the authors introduce little that is new but, instead, continue 
with old methodological approaches and summarize and reproduce historical 
and analytical material that has been developed elsewhere. Some “conclusions” 
are based on tenuous evidence at best, and the long-standing views of the New 
York Stock Exchange and others who advocate a minimum of stock-market 
credit regulation are subtly but consistently supported. 

There is much evidence to substantiate this appraisal. In spite of the relative 
inelasticity of security loans, which is conceded (p. 30), and the peculiar vola- 
tility of this type of credit, there are repeated inferences (chap. 4) that the 
category is not dissimilar to other categories and, by providing liquidity, con- 
tributes greatly to economic stability (p. 37). 

The authors contend (p. 69) that the ratio of customers’ debit balances to the 
market value of stocks listed on the New York Stock Exchange from 1939 to 
1959 “are so low [ranging below 2 per cent] as to demonstrate that security 
credit extension cannot have influenced the level of stock prices to any substan- 
tial extent.” As Senator Douglas and others have observed, this particular ratio, 
frequently cited by New York Stock Exchange spokesmen, has little signif- 
icance because of securities immobilized in institutional portfolios and else- 
where. Surveys in 1952 and 1953, for example, showed that 35-45 per cent of 
actual Exchange transactions were financed on margin. 

A conclusion that has received wide attention in the financial press and by 
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New York Stock Exchange spokesmen is that (p. 126) “small increases [in 
margin requirements] have generally been as effective as large ones in influ- 
encing the trend of customer borrowing.” This “finding” is based on a com- 
parison of customer debit balances 6 months before and 6 months after respec- 
tive margin changes. One 6-month period preceding a 10 per cent change that 
was offered up as evidence included another 10 per cent change 34 months ear- 
lier. Clearly, any effects perceptible in the ensuing 6 months cannot be con- 
strued to be the result of one 10 per cent change but rather the result of two 
successive 10 per cent changes. Despite this overlapping and crudeness of meth- 
odology, during 6-month periods following the three 10 per cent increases in 
margin requirements, rising trends in customer debit balances were in no in- 
stance shown to be reversed but, instead, continued to increase on an average 
of $86 million per period. Conversely, during 6-month periods following the 
three 25 per cent increases in margin requirements, rising trends and customer 
debit balances were shown to be reversed in two of the three instances, for an 
average decrease of $180 million per period. Nowhere were the relative effects 
of smaller versus larger margin changes on the number of open margin accounts 
reported. Thus the publicized conclusion that small and large changes are equal- 
ly effective rests on very dubious grounds indeed. The reviewer, examining in an 
earlier study the number of open margin accounts, the changes in several cate- 
gories of security credit volumes, and various long- and short-range relation- 
ships, concluded that the more dramatic responses in security credit volume 
were directly associated with the magnitude of margin change. 

The authors do not claim that small and large margin changes have equal 
effects on prices but conclude instead that, while increases “slowed but did not 
halt a rise . . . reductions slackened or reversed a decline . . .” (p. 126). To be 
consistent, the relatively greater influence on prices of 25 per cent changes as 
compared with 10 per cent changes (as shown by Table IX, p. 120) might also 
have been mentioned. 

It is suggested (p. 123) that sharper margin changes increase public interest 
in purchasing low-priced stocks on the basis of the number of low-priced stocks 
among the 20 stocks most actively traded. The reviewer had found that margin 
restrictions appeared to stabilize the relatively volatile and more sensitive mar- 
ket in low-priced shares while exerting less influence on investment issues. 

Although it is presumptuous on the part of a reviewer to suggest alternative 
approaches, it seems regrettable, nonetheless, that the authors did not take ad- 
vantage of the apparent opportunity to use material available only from the 
New York Stock Exchange and its membership to advance our still limited 
knowledge of security credit. Readers with little familiarity in this area may 
find this elementary essay useful; the more interested and advanced students of 
the subject will perhaps prefer to turn to a more thorough and neutral source. 


Rosert E. Harris 
Washington, D.C. 


The South Sea Bubble. By Joun CarswE Lt. Stanford, Calif.: Stanford Univer- 
sity Press, 1960. Pp, xii+314. $5.50. 


The South Sea Bubble is a mixture of finance and politics with important 
economic and social implications. Mr. Carswell believes that the Commercial 
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Revolution culminated in the South Sea Year, 1720, and that, if it had not been 
for the financial chaos caused by the Bubble, the Commercial and Industrial 
Revolutions might have shaded into each other instead of being separated by a 
forty- or fifty-year pause in the middle of the eighteenth century—a pause 
characterized by general economic stagnation. 

The South Sea Company, organized in England in 1711, was granted a mo- 
nopoly of British trade with South America and the Pacific islands, and was 
launched with a substantial grant of money and annuities from the government. 
From the first, the organizers, John Blount, James Cragg, and others, used the 
privileges of this company as a facade behind which they carried on financial 
machinations of a “get-rich-quick nature.” Unrestrained use of such speculative 
devices as selling short and buying on margin pushed the price of shares up to 
£1,000 in the boom of 1720. The Bubble burst when the expansion of credit, 
resulting from repeated overissues of stock, was more than the economy cou!d 
absorb. 

The financial crisis was followed by sharp deflation and general economic dis- 
organization. Many titled families were ruined, and numerous business failures 
contributed to widespread unemployment. Losses to small investors were seri- 
ous, and London was threatened with food riots. Several Cabinet ministers and 
many members of Parliament were among the directors and stockholders. Fol- 
lowing the crash, Parliament undertook an exhaustive investigation of the South 
Sea Company. Subsequent disclosure of rampant dishonesty, chicanery, and 
bribery resulted in the suicides of several important witnesses and in the im- 
position of heavy fines and personal property forfeitures upon the guilty par- 
ticipants. 

This story is fully described in the last two-thirds of the present volume. Mr. 
Carswell devotes the early part of the book to a description of business and fi- 
nancial organizations active in late seventeenth- and early eighteenth-century 
London. He gives special attention to the career of the Sword Blade Company, 
which, in a banking capacity, became deeply involved in the South Sea specula- 
tion, and whose failure signaled the end of the Bubble. The influence of foreign 
institutions is not overlooked, and one chapter is concerned with the Mississippi 
Bubble and John Law’s paper-money scheme, both of which developed in 
France during this period and contributed seriously to the instability of British 
as well as international finance. 

Much that has been written about the South Sea affair is anecdotal or frag- 
mentary in nature. This volume, however, is a full and straightforward account 
of the rise and fall of the South Sea Company and is particularly noteworthy 
for its emphasis on the economic aspects of the Bubble. The book represents an 
unusual amount of research. Mr. Carswell indicates in the Preface that there is 
no lack of material dealing with these events and that, in fact, the very abun- 
dance of documents is almost a handicap to the investigator. There is no bibli- 
ography, but the sources used by Mr. Carswell are listed in the Appendix. Also, 
in the Appendix is a biographical directory of South Sea executives and direc- 
tors, 1711-21, which is extremely helpful in identifying the characters in this 
drama. Parts of the book are somewhat tedious to read because of a rather 
pedantic literary style and the necessarily liberal use of biographical and finan- 
cial detail. 

Mr. Carswell’s book should attract readers of widely diverse interests. The 
appeal to historians—economic, social, and political—is obvious. Present-day 
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financiers will find many fascinating parallelisms to modern investment bank- 
ing and stock-market practices, while political students will be intrigued by the 
early counterparts of today’s legislative investigations. For the general reader 
there is much entertainment in the colorful lives and ultimate fates of these 
eighteenth-century politicians and financiers. 


JANET L. WESTON 
University of Illinois 


Insurance 


Social Security: Programs, Problems, and Policies. By Witt1AM Haser and 
WILBUR J. CoHEN. Homewood, IIll.: Irwin, 1960. Pp. xv-+606. $8.75. 


Social security in all its ramifications has become an accepted institution of 
our society. But even after 25 years of existence it is still in its formative age, 
and though after approximately one generation in other societies (e.g., in Ger- 
many in 1911) the time was ripe for a major integration and codification, the 
reviewer doubts whether our program has reached this stage of development. 
But sooner or later the time will come as it came long ago for other essential 
institutions, e.g., our banking system. 

Therefore, neither for the economist nor for the business executive is it 
enough to know the existing literature which describes and analyzes the exist- 
ing systems. What is needed is a look behind the scenes: to see the problems, 
policies, solutions, and alternative solutions. Messrs. Haber and Cohen have 
filled this need and did as well for 1960 as they did in their previous book 
(Haber and Cohen, Readings in Social Security [Englewood Cliffs, N.J.: Pren- 
tice-Hall, 1948]). It might be mentioned that the present book in no way makes 
the former one obsolete; it supplements it and brings it up to date. The new 
book is again a selection of articles. 

It seems that the authors, who were involved in the development of the 
program in responsible positions, put an undertone of “unfinished business” into 
the leitmotif of the selections. The scope of the selections is indicated by the 
chapters which refer to present issues, historic development, old age, survivors 
and disability insurance, unemployment insurance and employment services, 
medical care and health insurance, related programs, economic and social impli- 
cations (including financing), appraisal, criticism, and an analysis of the 1960 
legislation. At the end of each chapter there are a number of well-selected, 
thought-provoking “discussion questions” and a good list of “selected refer- 
ences.” 

Any attempt to cover 25 years, or at least 12 years, of literature in a field as 
sprawling as that of social security, is a difficult job of selection and integra- 
tion, and it is easy and less than useful to take issue with details. Nevertheless, 
the reviewer found it surprising that the basic work of the Twentieth Century 
Fund (John J. Corson and John W. McConnell, Economic Needs of Older Peo- 
ple [New York, 1956]) is not used, though it is mentioned under “selected 
readings.” The reviewer also would have liked to see a chapter added on con- 
troversial administrative problems, e.g., the old standby of stamp plan versus 
individual accounting. A chapter on international comparison would have been 
helpful, especially for an understanding of such administrative alternatives. The 
reviewer was surprised to see again the old myth of Bismarck as the father of 
social security, while, in fact, Bismarck became acquainted with a pretty good 
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system of social security when he was the Prussian ambassador to France in the 
early 1860s. 

Anybody whose interest in social security goes beyond a mere knowledge of 
the existing system and who wishes to have essential background material will 
find the volume invaluable. Most of the economic, including financial, social, 
and legislative, aspects are exceedingly well covered. The reviewer would prefer 
it as a college text to the more descriptive texts generally used. 


FREDERICK G. REUSS 
Goucher College 


All Lines Insurance. Edited by Dan M. McGrii. Homewood, IIl.: Irwin, 1960. 
Pp. xiii+202. $5.50. 


“All-lines” insurance is one step beyond “multiple-line” insurance. ‘“Multiple- 
line” insurance is the writing of both fire and casualty insurance in the same 
company and in the same contract. All-lines insurance means the writing of life 
insurance and multiple-line insurance within a single framework. Unlike mul- 
tiple-line insurance, all-lines insurance requires two companies, since under pres- 
ent laws life insurance may not be written by multiple-line companies and mul- 
tiple-line insurance may not be written by life companies. 

This book is a collection of twelve published lectures, all but three of which 
were delivered by insurance company executives, most of whom are experienced 
in the all-lines field. The three intruders are from the insurance trade press, the 
insurance regulation field, and the investment business. Nearly all the papers 
are interesting and show a breadth of knowledge and understanding of the 
problems involved. Most of them, however, lack depth, but this is to be ex- 
pected because they were written by (or for) busy executives and not by prac- 
ticing or professional scholars. All of this has its compensating advantage: an 
interesting and enlightening evening of reading that can be sandwiched in be- 
tween favorite TV programs. 

The volume considers all-lines insurance from the viewpoint of the compa- 
nies, agents, and the public. It is unfortunate that no agent was asked to con- 
tribute a paper to this series, for an agent’s insight into the problems would 
have enriched the volume. After all, the agent will be the first to feel the eco- 
nomic impact of all-lines operations. The absence of his voice from a lecture 
series on this important subject gives support to his feeling that, for the most 
part, his opinion is neglected by the companies and the supervisory officials. 

The twelve papers cover the forces that underlie the trend toward all-lines 
insurance: the retarding influence of the New York Insurance Department’s 
present attitude toward all-lines insurance; the problems of developing a staff 
for all-lines operation; the problems of ownership organization, billing, claims 
administration, financial management, and agent’s compensation in such an op- 
eration; methods of improving insurance coverages and insurance distribution 
through all-lines insurance; the importance of using deductibles to reduce the 
mounting claims brought about by a claims-conscious public owning broader 
coverages; the underwriting problems involved in including life insurance cover- 
age in individual package transactions; the adaptation of the life insurance 
marketing system to property insurance; the use of a monthly premium budget 
plan on all family insurance coverages; the high turnover rate among life insur- 
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ance agents (90 per cent in five years; 58 per cent in one year); competition 
from mutual funds; the problem of the right amount of training to give a new 
employee (enough to make him useful to you but not so much as to make him 
attractive to a competitor who might be tempted to hire him away); the prob- 
lem of guarding against unfair competition through the use of loss leaders; the 
conflicting investment objectives of life and multiple-line insurers; and the 
agent’s position in the all-lines transition. 

The book is worthwhile reading for anyone attempting to assess the effect 
which all-lines transition may bring to his own particular situation and to the 
general reader who has a passing interest in the all-lines concept in the insurance 
business. 

RosBert I. MEHR 
University of Illinois 


Legal Protection of Private Pension Expectations. By Epw1n W. PatTERSON. 
Homewood, Ill.: Irwin, 1960. Pp. xxiii+286. $6.75. 


It is safe to assume that a very large proportion indeed of the twenty million 
workers in this country who are covered by pension plans have not the remotest 
notion of the legality of a potential claim under the plan. Fortunately, most of 
them will never need to be concerned with the legal aspects of their benefit 
rights because most pension plans are well administered. But here, as in other 
aspects of our daily lives, laws are made to deal with the minority. Because this 
is an area where laws are not yet as comprehensive as they will be in future, 
a summary is in order of how far we have gone in protecting those concerned 
and what should come next. 

In preparing this, the first in a series of four studies dealing with employee 
rights under pension plans to be published by the Pension Research Council of 
the Wharton School, Professor Patterson has provided an insight into present 
state and federal laws concerning pension rights. He discusses the general types 
of pension plans, who is legally responsible for administering them, and the 
legal framework for pension provisions and for administration. He then de- 
scribes the federal and state laws governing pension plans and the regulation 
of insurers and trustees. There is a brief section on foreign regulation of pen- 
sion plans, designed to be useful to corporations doing business abroad. The 
book closes with a chapter on the future and suggested programs of legislation. 

At the federal level, regulation seems to be limited to seven sets of laws, 
chief among which is the Internal Revenue Code. The treatment of legislation at 
this level is adequate for a presentation of this kind. But the section dealing 
with state regulation is rather sketchy. Patterson deals here with only a handful 
of states and their laws dealing with disclosures of facts about pension plans, 
actuarial soundness, and the issuance and sale of securities. Of course, much has 
been written about state regulation of insurers and trustees, and this is not the 
place to be repetitive. But a wider review of state laws as they apply to the 
rights of beneficiaries of pension plans would have added substance and in- 
creased the value of the book for students and lawyers alike. 

From his long and distinguished career as a legal scholar, author, and member 
of the staff of the New York Insurance Department, Patterson is well qualified to 
suggest the directions which future legislation might and should take. This he 
does in the final chapter of this book. These directions are, in essence, as fol- 
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lows: (1) require more complete reporting of the adequacy of pension funds to 
provide pensions for beneficiaries; (2) increase the power and obligation of fed- 
eral and state agencies to examine pension-fund records and administration; 
(3) permit employers to maintain a surplus of as much as 10 per cent of total 
liability; (4) extend as widely as possible among the states the most farsighted 
provisions now found in only a few states; and (5) subject annuity contracts 
(including variable annuities) to the same criteria of employee protection as are 
found in insurance laws. 

These suggestions are made cautiously and merit careful consideration by 
students, legislative staff people, and business economists who have interests in 
the many aspects of pension-fund administration. At the same time, it is unfortu- 
nate that the author is able to suggest only the kind of improvements in legis- 
lation that lead toward more bureaucratic control over business operations. 


Mary VIRGINIA BROWN 
New York City 


Insurance. By H. E. Raynes. New York: Oxford University Press, 1960. Pp. 
202. $1.40. 


In a number of ways this is a remarkable book. In exceedingly brief compass, 
the author has interestingly and lucidly combined an excellent historical sum- 
mary of the development of insurance in Britain with an explanation of the 
basic principles underlying the important types of insurance coverages: marine, 
life, fire, and casualty. In addition, he has briefly summarized the development 
of, and principles underlying, social insurance in Great Britain. 

To accomplish all this in roughly 200 pages—very small pages—is a difficult 
task, and, to do it, one must pay a price. The price in this case is in a brevity 
of explanation and, in the early part of the book, an assumption of prior knowl- 
edge which may make the book difficult for the novice. This is regrettable be- 
cause the book is part of the “Home University Library,” which is designed to 
bring to the home reader “the fruits of sound learning in all the important 
branches of present day knowledge.” Offsetting this disadvantage, however, is an 
easy, clear presentation that should encourage the reader to continue beyond 
the first difficult pages. 

On balance, therefore, the book has much to recommend it. It is well suited 
to the needs of individuals interested in the development of British private and 
social insurance and of those who are seeking a brief résumé of basic principles 
of insurance—whether they be current students, those who seek to gain knowl- 
edge of the subject for the first time, or those whose knowledge has grown fuzzy 
from disuse. All readers will find in it the virtue of principles largely uncluttered 
by detail and practice. 

MonroE NEWMAN 
Pennsylvania State University 


International Finance 


Die Filialgrossbanken: Entwicklung und Stellung im deutschen Kreditsystem. 
By Kart Joser EHLEN. Stuttgart: Gustav Fischer, 1960. Pp. 139. 
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Geldmarkt und Geldmarktgeschéfte. By Dr. FR1EDHELM HOFERMANN. Frank- 
furt (Main): Fritz Knapp, 1959. Pp. 111. 


Der deutsche Privatdiskontmarkt. By Hetmut Liprert. Frankfurt (Main): 
Fritz Knapp, 1959. Pp. 76. 


The present monographs represent welcome and useful additions to the grow- 
ing body of literature on foreign financial systems and institutions. Covering, 
respectively, the “Big Three” German commercial banks, the German money 
market, and the German acceptance market, the three slim volumes treat their 
subjects with typical German competence, thoroughness, and straightforward- 
ness. In addition, the works are apt to arouse particular interest because they 
discuss institutions and institutional arrangements that differ considerably from 
their counterparts in this country and which are operating in what has again 
become a major international financial center. 

Ehlen’s book treats the history and growth of the Deutsche Bank, the 
Dresdner Bank, and the Commerzbank, whose combined assets last year ac- 
counted for 46 per cent of the assets of all German commercial banks. Origi- 
nating in the mid-nineteenth century, these three institutions represent an in- 
tensive process of banking concentration, which resulted from and at the same 
time supported the growth of industry, with its large needs for financing. At an 
early date, these banks began setting up throughout Germany an extensive net- 
work of branches, agencies, and depositories to attract the maximum amount 
of deposits. (At the end of 1959, such offices numbered 731.) And while, in 
1948, legislation to decentralize German banking brought about the dissolution 
of the three branch systems, by 1956 two of the original systems had been re- 
established, with the third re-emerging in 1958. 

In a series of clearly written and detailed chapters, the author discusses the 
various operations of these banks; their predominant role in transmitting the 
German Federal Bank’s monetary policy to the economy; and their relationship, 
in the wider framework of the German banking system, with the other commer- 
cial banks, as well as with other credit institutions, such as savings banks and 
credit co-operatives. His chapter on the banks’ operations (pp. 14-48) probably 
represents the most concise recent exposition of this subject, and this reviewer 
knows of no similar treatment currently available in English. 

As is well known, German commercial banks are “mixed banks,” in that they 
not only furnish short-term credit to trade and industry but also—in keeping 
with their origin—act as financiers of industry. Traditionally, industrial fi- 
nancing was often arranged through initial short-term credits that subsequently 
were consolidated by the issue of securities. In fact, the major part of the in- 
dustrial loans floated in Germany were, and still are, placed on the capital mar- 
ket with the assistance of the commercial banks, which accordingly always have 
been deeply interested and involved in that market. This interest has extended 
not only to the original flotation but also to servicing the issues subsequently 
and protecting them against excessive price fluctuations. However, during the 
postwar period the lack of a fully developed capital market in Germany has 
forced the banks to limit their activities in this sphere and has led them instead 
to expand considerably their long-term lending. 

Despite this strong foothold of the “Big Three” in the German financial sys- 
tem, however, the author feels that these banks are far from acquiring a mo- 
nopoly position, since competition by other credit institutions, outside the 
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commercial-banking sector, is growing keener. At the same time, he is of the 
opinion that the stature of the “Big Three” and, in particular, the network of 
their foreign connections will be of the greatest benefit for banking in the Eu- 
ropean Common Market as the latter becomes a reality. 

Hofermann’s study outlines and analyzes the Germany money market with 
equal clarity. Although his material duplicates to some extent that of Brehmer’s 
earlier Struktur und Funktionsweise des Geldmarktes der Deutschen Bundesre- 
publik seit 1948 (Tiibingen, 1956), it is free of the latter’s verboseness and 
theoretical ballast. The German money market is relatively narrow, since it is 
almost entirely an interbank market and confined largely to dealings in short- 
term loans, Treasury bills (of 30-90 days’ maturity), and short-term bonds 
(running from 4 to 2 years) of the federal and state governments. The bills are 
not floated by the Treasury, however, but are made available by the central 
bank through open-market sales from its portfolio, at rates that are changed at 
irregular intervals in line with changes in money-market conditions or in central 
bank policy. 

The most interesting part of the discussion focuses on day-to-day money 
(tdgliches Geld), which forms the heart of the German money market and the 
rate on which is generally considered the most sensitive and representative 
market barometer. Day-to-day money represents central bank balances that are 
temporarily in surplus and thus is somewhat comparable to federal funds in 
this country; however, it may be loaned for periods ranging from 2 days to 2 
weeks, although callable at 24 hours’ notice. The author shows how certain in- 
stitutional factors, including rediscount ceilings for individual banks, permit the 
day-to-day money rate to rise above the prevailing discount rate—as it fre- 
quently does—with the upper limit set by the central bank’s rate on advances 
(1 per cent above the discount rate). 

Lipfert’s monograph throws light on the history and the mechanics of the 
newest sector of the German money market—the acceptance market, which was 
reopened in February, 1959, when the ‘‘Big Three,” together with a number of 
other banks, founded a special institution (Privatdiskont-AG) to act as sole 
dealer in, and generally to “make,” that market. In addition, by providing the 
required third signature (which, in German terminology, transforms an Akzept 
into a Privatdiskont), this institution makes acceptances eligible for rediscount- 
ing at the central bank. The institution also serves as the sole link between the 
market and the central bank, should the latter wish to buy or sell acceptances 
in order to influence market conditions. 

To date, however, the German acceptance market has remained relatively un- 
important, since (1) access to it is limited to banks with a certain minimum 
capital; (2) acceptances may so far be drawn only to finance import and transit 
trade; and (3) during much of the market’s existence the prevailing interna- 
tional interest-rate differentials have favored financing outside Germany. Never- 
theless, even under these limited conditions the attempt to broaden the money 
market, by creating a special institution to foster and develop a specific sector 
of that market, must be considered an interesting experiment that might bear 
close study wherever similar attempts are currently under way. 


Joun HEIN 
Federal Reserve Bank of New York 
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British Monetary Policy and the Balance of Payments, 1951-1957. By PETER view 
B. Kenen. Cambridge: Harvard University Press, 1960. Pp. xiv+325. $7.50. ?} Afte 
Kenen’s principal thesis is that Britain’s “new monetary policy” (since 1951), polic 

far from being a restoration of the nineteenth-century orthodoxy, rather in- A 

volves a revolution in both objectives and techniques. These changes are not | = 

the consequence of any substantial alteration in the United Kingdom’s critical | ae 
need for a payments surplus on current account or in the slimness of her cushion - 
of reserves. As before, ‘“‘a sizable drain of reserves must be ended within a few dete 
months” (p. 19); and monetary policy must be primed at all times to help to / fixec 

do the job. \ as 0 
While increasing bank rate is common to both the current and the earlier bere 

monetary efforts to correct payments imbalance, in the earlier period the in- | adve 

creased cost and lessened availability of finance primarily affected overseas thos 
traders rather than domestic business. That is, an increase in bank rate forced Ken 
traders in agricultural and raw-material countries to bargain-price (dump) the disc 

stocks they could not afford to carry; the resulting improvement in Britain’s /} D 

terms of trade frequently sufficed to restore international balance without the com 

necessity to restrict bank credit at home and to depress the domestic economy. rel 

Today increased bank rate is not the “target” but rather the “instrument” of As | 

tight-money policy intended to restore international balance. The ultimate ob- | cash 

jective is restrained bank lending (and investment) at home. and 
But the revolution in orthodox policy was not merely that monetary policy Rat 


is tl 


in the 1950’s was aimed to bite into domestic, rather than overseas, investment. ian 


Kenen also finds that the most effective weapons were the most heterodox; in- 

creased excise (purchase) taxes and selective controls over consumer credit deb 
(hire-purchase) and direct controls over investment did more to restrain demand oe 
at home and to right the balance of payments than did the attack upon the 
credit base. 

In the central portions of the book (pp. 64-138), Kenen reviews the events “= 
of the years 1951-57. It is a superb job of lucid condensation. Although these thre 
chapters are not so lively as his introductory chapters on orthodox monetary that 
policy, they are obviously necessary to the last third of the volume in which ope 


muc 


Kenen attempts to demonstrate the very limited effectiveness of orthodox be | 
monetary policy in maintaining external balance. Here the argument is neither } if tl 
novel nor convincing. obj 
Kenen thinks high interest rates are likely to be ineffective because the direct } . 

effects—shifts in international lending—are just “temporary expedients” (but Ne 
that may be all that is needed) and the indirect effects—shifts in domestic in- 
vestment—may be only slightly responsive (but he relies on simpliste capital ) 
budgeting and much-criticized polls of businessmen’s views). Shifting to the Die 
availability doctrine is no help, he says, owing to the rise of financial inter- ) k 
mediaries which absorb the securities that banks unload in their (successful) I 
efforts to keep loans expanding. (But would this be a possible out for banks if 7 
the rise in rates were not restrained for governmental budgetary reasons or if as 
the banks’ cash ratios were made to pinch?) Finally, the expectations effects of for 
rising interest rates is raised only to be slapped down in most unconvincing \ put 
fashion. It is here that one senses that any possible investment-inhibiting effects per 
of high or rising interest rates are given most grudging recognition. That re- 7 
strained borrowing by businessmen, when interest rates rise, may be the result wh 


of the fear of declining demand rather than increased cost of finance could be ) 
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viewed as an argument on the side of the effectiveness of tight-money policy. 
After all, lowering the cutoff point of investment is due to the tight-money 
policy. 

As if admitting this, Kenen then has all businessmen unrealistically acting as 
one to call the government’s bluff: businessmen “may realize that an increase 
in interest rates affects domestic spending only by persuading them to postpone 
expansion. They may then refuse to curtail their spending, as there can be no 
deterioration in demand conditions unless they cut down stocks and postpone 
fixed capital formation” (p. 42). This argument seems defiantly weak, depending 
as it does on businessmen’s individual understanding and collective action in an 
uncertain environment and neglecting as it does the cost side and the positive 
advantages of postponing projects. For these reasons (and others similar to 
those put forward by both the Eckstein and the Radcliffe Committee Reports) 
Kenen favors low bank rate; but at the same time he sees the need for monetary 
discipline. 

Doubting the long-run viability of direct controls or fiscal policy without firm 
control over the total volume of credit, Kenen opts for new mechanisms, such 
as variable reserve requirements, to reduce the banks’ supply of liquid assets. 
As in the Radcliffe Report, he shies away from measures to control the banks’ 
cash ratio largely because of the greater government interest burden involved 
and the lack of a substantial non-bank bill market in the United Kingdom. 
Rather, one gathers that the principal problem in making monetary policy work 
is the alleged conflict between the goals of lengthening the debt and rising in- 
terest rates (open-market sales). To reduce bank liquidity he would combine 
debt lengthening with “secondary reserve” type requirements rather than with 
open-market operations. 

Kenen recognizes that his proposals require bill rates far below bond rates and 
much above deposit rates; therefore, Jow bank rate is part of the package. One 
wonders whether the “mechanical” measures necessary to control bank credit 
through pressure on banks’ cash ratios might not prove the better method, in 
that it does not require unorthodox (low) bank rates or restrained open-market 
operations; I suggest that the contribution of bank rate to monetary policy may 
be greater than Kenen supposes under existing institutions and quite powerful 
if the central bank were to “adopt radical techniques in order to achieve orthodox 
objectives.” 


ARNOLD W. SAMETZ 
New York University 


Die Basler Staatsfinanzen im Zeichen der Konsolidierung 1946-1958. By JosEF 
Rosen. Basel, Switzerland: Statistisches Amt des Kantons Basel-Stadt, 1960. 
Pp. ix+124 (paper). 


This small book provides interesting reading for the student of public finance 
as well as for the uninitiated. Dr. Rosen presents in unconventionally readable 
form a comparative and causal analysis of the growth and improvement of the 
public finances of the Canton of Basel (221,000 inhabitants) during the postwar 
period. 

The basic topics covered are the growth of revenues and expenditures as a 
whole and detailed by major components, financial comparisons between the 
Canton of Basel and the Swiss state, an analysis of the public assets and liabili- 
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ties of Basel, and a summary review of the major developments in Basel’s pub- 
lic finances since World War II as contrasted with the situation one hundred 
years before. 

Rosen, writing the study upon request of the Basel department of finance, 
presents ample statistics in both tabular and chart form. A special summary of 
the financially significant dates forms the introduction to detailed statistics, 
usually given for the years 1938, 1946, and 1958, on revenues and expenditures 
broken down by sources and uses and well developed on per capita, percentage, 
and index bases. Most of the data were adjusted for constant Swiss francs as 
well, thereby compensating for the inflationary tendencies also apparent in re- 
cent Swiss economic history. 

The story told by Rosen is that of growth in the cost and size of government 
and of significant shifts in the relative importance of revenue and expenditure 
classifications. For instance, rapid increases in personal and corporate income 
taxes are pictured against the growth in the extent and cost of educational serv- 
ices and a relatively large decline in social welfare needs. The doubling of 
public debt in absolute francs is contrasted with the slight growth of debt in 
stable francs and to an actual decline in the proportion of debt to public 
revenues. Also, tangible assets of the Canton of Basel in 1956 for the first time 
exceeded debt and reserves combined, reversing a condition which had existed 
since the war and pointing to a sounder financial footing for the future. 

Many of the developments highlighted by the Rosen study sound familiar in 
the United States. Contrasting the rather diminutive budget of 1858 with the 
vastly increased dimensions of 1958, Rosen dramatizes the fact that the public 
has to pay for growing public services demanded by the people. Some revealing 
comparisons with Swiss public finance and that of other cantons are made, and 
with additional data Dr. Rosen proves his theme of gradual relative and abso- 
lute financial progress in Basel. 

One of the factors making for readability in the study also could be viewed as 
a minor drawback. Some of the colorful comparisons, characterizations, and 
opinions presented by the author may appear a little vague to some. But the 
obvious interest and zest with which the well-rounded study is presented will 
stimulate most readers also to draw their own conclusions from the ample data. 


Ericu A. HELFERT 
Harvard University 


The Fiscal System of the Federal District of Venezuela: A Report. By Cart S. 
SHoup, C. Lowe. Harriss, and Witi1am S. Vickrey. New York: Privately 
published (copies available on request from Professor Carl S. Shoup, Colum- 
bia University), 1960. Pp. x+162. Gratis. 


This detailed study of the tax system of Caracas was made at the request of 
the governor of the Federal District of Venezuela. Expenditures of the Federal 
District in 1959 were running about double its regular revenues. The difference 
was being covered by a grant from the federal government. This grant has in- 
creased threefold since 1954, as the financial position of the District has con- 
tinued to worsen. Without doubt, Caracas needs to do something about its tax 
system. 

The population of metropolitan Caracas has probably doubled in the last 
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decade to a figure now well over a million and gives prospect of great further 
growth. The problem of reluctance to raise more tax revenues for expanded 
public functions arising out of growth appears, in the case of Caracas, to have 
been further complicated by tax evasion and problems of fiscal co-ordination 
and administration. 

The report reviews in separate chapters the different taxes, fees, and charges 
that constitute revenues for the Federal District. The real estate tax and tax on 
commerce are the most important taxes, accounting for over 60 per cent of 
revenues. Attention is given to other taxes, such as those on gasoline, motor 
vehicles, legal betting, amusements, and advertising, as well as the quasi-taxes 
involved in the operation of a lottery by the Federal District. 

Fees for various services provided by the municipality are also analyzed, as 
well as income from various city properties, including the world famous Caracas 
teleferico built by the national government in 1954-58 at a reputed cost of over 
$30 million. The teleferico for the six months July-December, 1958, had re- 
ceipts of Bs. 749,166 and budgeted expenses of Bs. 1,874,729 (Bs. $0.30). The 
latter figure, according to the authors, apparently does not include interest and 
depreciation on investment. Thus the authors state: “If these figures are correct 
it would appear that the Federal District could save two million bolivars by 
closing down the teleferico.” 

Despite the mention of this item, the report shakes no reproving fingers at 
Venezuelan values (school facilities do not exist for half the children of Caracas) 
or administrative practices and attempts wholly to inform and not exhort. The 
authors propose no drastic revision of the tax system, but its gradual reform 
and the introduction of more efficient administration of tax collection. To close 
the immediate expenditure gap of Bs. 200 million, the report proposes increases 
in real estate and gasoline taxes and a vigorous campaign against evasion of 
real estate taxes. 

While the book is a report on a specific local tax situation, it is also an ex- 
cellent review of some of the basic problems associated with local tax systems 
the world over. It is welcome evidence of the practical contribution that the 
economist as tax expert can make to good government throughout the world. 


AURELIUS MoORGNER 
University of Southern California 


Investments 


A Study in the Theory of Investment. By Trycve Haavetmo. Chicago: Univer- 
sity of Chicago Press, 1960. Pp. viii+221. $5.00. 


This is an optimistic book. It grew out of the researches of the author as the 
result of his dissatisfaction and discontent with the tangible knowledge available 
for solving the problems of the determinants of capital investment. Restless 
because of the extreme narrowness of the market framework within which the 
bulk of modern macrotheories have been developed, Haavelmo has set out a 
study of the forces, within modern economic theory, that impact on the basic 
process of capital accumulation. In a very real sense this study aims at the 
dynamics of capital formation, at the relevant preference structures that pro- 
duce the laws of investment behavior in a market economy. 

To this end, the author in his studies has examined theories and models of 
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investment behavior which are of a non-stochastic nature. This emphasis appears 
unusual in a purported study emphasizing the dynamics of the investment 
process, and it needs defense in the author’s detailed search for empirically 
significant theories. This defense is quite simple. Inasmuch as we currently do 
not have a comprehensive theory of investment that may be called the theory, 
we have a long way to go before one can apply the refined concepts and tools 
of modern econometric analysis. Haavelmo asserts that we are quite far from 
having exhausted the amount of clarification and insight that can be gained 
from the study of exact models. To add to clarification and to produce greater 
insight in the theory of investment is the author’s great task, and he accom- 
plishes a large part of his project. 

Much of this study is concerned with technological aspects of time-consuming 
production processes, beginning with an exhaustive critique of the Béhm- 
Bawerk-Wicksellian approach to the problems of capital as a factor of produc- 
tion. Detailed mathematical cases are placed against the major theories of the 
production process, so that a background is constructed for the transference of 
this understanding of capital in economic theory to the problems of investment 
behavior in a market economy. 

Haavelmo proceeds in his analysis to theoretical models based on the assump- 
tion of a centralized economy, so that clarification and sharpness of the causal 
factors of investment for an eventual decentralized economic model can be 
forthcoming from the less complex centralized model. A review of the market 
theories of investment behavior points out the lack of a basic market theory of 
investment. The atomization of investment theories of capital behavior in mar- 
ket economies is a by-product, Haavelmo believes, of the failure of any single 
market theory of investment to take sufficient notice of the disequilibrizing ele- 
ments, such as uncertain price expectations and the like. The answer supplied 
by this author is that there is room for an equilibrium theory of investment 
within the traditional framework of general equilibrium analysis, but this is not 
a missing link in modern macroeconomics. 

RIcHArD E. BALL 
University of Cincinnati 


Investments: Analysis and Management. By Douctas A. Hayes. New York: 
Macmillan, 1961. Pp. x +598. $7.50. 


This book contains four divisions. Part I (85 pp.) deals with the theory and 
mechanics of investments. Part II (190 pp.) covers qualitative and quantitative 
factors in general investment analysis and valuation procedures for fixed-income 
securities and common stocks. Part III (166 pp.) focuses analysis and valuation 
on certain “special classifications”: public utilities, railroads, investment com- 
panies, non-life insurance companies, commercial banks, municipal bonds, and 
government bonds. Part IV (78 pp.) takes up portfolio management for the 
individual investor and includes several case studies. 

The book is a not illogical sequel to its author’s earlier (1956) and shorter 
(383-paged) Appraisal and Management of Securities, which, incidentally, is not 
mentioned in the new work. 

The author aims to stimulate prospective investors’ interpretive and reasoning 
power, which is accordingly emphasized in the book more than description. He 
assumes that his readers have a reasonable investment competence, but his Part 
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I would in any case facilitate that. His approach is the modified case method, 
and he feels a pressing need for the spirit of critical inquiry and intelligent 
controversy, which is (p. vi) “the heart of any body of knowledge and the field 
of investment analysis is no exception.” 

Hayes’s investment environment is (deliberately and) entirely the secondary 
security markets (p. 12). His tables and illustrations are clear-cut and un- 
cluttered (e.g., pp. 20, 24, and 340). His portfolio management treatment 
(eg., p. 585, lines 6-8) is generally comprehensive, giving effect to after-tax 
considerations. 

The author’s discussion on page 46 regarding conversion might more realisti- 
cally have dealt with $1,000 denominations. Fitch (p. 105) has largely been 
absorbed by Standard and Poor’s. The figure $180 (p. 580) should be $150. 
Mrs. John Fletcher’s portfolio (p. 588) might well have logically included some 
high-grade convertibles (like, e.g., Standard Oil of Indiana 3%’s/82). Points like 
these, however, are picayune. 

Hayes has accomplished his own aim in the book. The work falls roughly 
midway between an introductory investments book and a graduate-level one 
(like Graham and Dodd). Since Part I represents digested review material, the 
book should prove useful not only as an intermediate text but also as a concise 
reference work for the student and as a provocative analytical tool for the in- 
telligent investor (with apologies to Benjamin Graham!). There is room for 
more books in the investments classification into which Hayes’s new work fits. 


Howarp S. GoRDMAN 
Georgia State College 


Postwar Market for State and Local Government Securities. By RoLanp I. 
Rosinson. Princeton: Princeton University Press, 1960. Pp. xxiv+227. $5.00. 


The segment of the American capital market comprising obligations of states 
and subdivisions has grown substantially in importance since the end of World 
War II, and the Robinson study is a valuable contribution to an understanding 
of developments in this area of finance. Statistical data presented in the study 
are, for the most part, limited to the decade ending with 1956. Nevertheless, this 
is not a serious defect because the course of events since that time suggests 
that trends in the early postwar years have continued to the present. 

Tax exemption as a distinguishing feature of state and local government se- 
curities provides a central core for the Robinson study. The legal and economic 
aspects of the exemption and its ramifications as regards the demand for capital 
and the suppliers of investment funds are described and analyzed in detail. 

Following the discussion of borrowing by states and subdivisions, the study 
focuses on the major categories of investors whose funds are committed to the 
obligations of these issuers. Here the analysis is concerned with the volume and 
characteristics of funds seeking investment and the factors that motivate deci- 
sions to acquire securities floated by governmental subdivisions. 

The credit quality of state and local government securities is accorded rather 
limited consideration by Robinson, but the prosperous times since the end of 
the war have not subjected these obligations to difficult investment performance 
tests. In the study there are bits of evidence, however, which indicate the likeli- 
hood of some erosion in the quality of credits henceforth. Research concerning 
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the performance of municipal obligations when governmental units are struggling 
with financial problems has been largely dormant since the 1930’s. Perhaps in- 
vestigation along these lines and in other areas noted as beyond the scope of 
the study would lead to suggestions for improving the attractiveness of these 
securities to investors without at the same time increasing costs to borrowers. 

In its entirety the Robinson study covers a wide range of topics. For example, 
it describes and analyzes the process of marketing new issues, as well as the 
secondary distribution of outstanding securities; and, with respect to the flota- 
tion of tax-exempt obligations by governmental units, it furnishes estimates as 
to the savings in cost of borrowing for different groups of issuers and the at- 
tendant loss of federal revenues. Also, it presents technical information about 
a variety of subjects, such as the measurement of yields in the state and local 
government bond market and alternative methods of computing interest costs. 
In addition, the study is packed with statistical data and a wealth of general in- 
formation concerning the behavior of markets for municipal securities. 

Described in the Foreword as “the first major product” to be published from 
the postwar capital-market studies by the National Bureau of Economic Re- 
search, this book stands in sharp contrast with the bulk of the material on state 
and local finance—typically superficial in nature—which appears in current 
literature. The Robinson study displays a wholesome respect for facts and basic 
questions. Members of the financial community, irrespective of whether they are 
borrowers or lenders, and professional students of government will find much of 
value in this book. 

RAYMOND E. HENGREN 

Washington, D.C. 


The Economic Background to Investment. By H. B. Rose. New York: Cam- 
bridge University Press, 1960. Pp. xi+661. $7.50. 


This volume was commissioned by the British Institute of Actuaries as a 
textbook to help prepare candidates for the financial and investment examina- 
tions in the field of actuarial science. The author, Mr. H. B. Rose, director of 
Studies in Industrial Financing at the London School of Economics and Political 
Science and for ten years head of the Economic Intelligence Department of a 
large insurance company, deserves much credit for his heroic attempt to present 
the subjects of economics, banking, and finance between two covers separated 
by 661 pages of text. 

The book is far more successful than the British Institute of Actuaries had a 
right to expect. To condense into the confines of one textbook the principles of 
both macro- and microeconomics, money and banking, accounting, public fi- 
nance, national income analysis, and international trade is, to paraphrase the 
wartime slogan, “to do the impossible.” Considering the unreasonableness of his 
assignment, Rose has produced a remarkably good book. 

Many subjects, of course, had to be covered superficially. Thus there is no 
appraisal of the advantages and shortcomings of different monetary standards 
or even a systematic discussion of the characteristics of the domestic gold and 
fiat standards. Although the international gold standard is considered, the 
average student cannot be expected to comprehend the real significance of gold 
import and export points without a firm understanding of the price specie flow 
mechanism and the domestic aspects of the “rules of the game.” 
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The author writes extremely well, explaining concepts with compactness and 
lucidity. His facility for clear expression and well-rounded phrases will add 
much to the pleasure of British students preparing for their actuarial examina- 
tions. Not a trace of “padding” is to be found here or the verbosity and repe- 
titiousness of so many American texts. The book, however, is not well suited 
for American students. All illustrations are drawn from conditions and practices 
in the United Kingdom, and few American students will be keenly interested in 
the “Macmillan gap,” the Charterhouse Industrial Development Corporation, 
or the Finance Corporation for Industry Limited. 

Among the pages most instructive for American readers are those discussing 
the nature of open-market operations by the Bank of England. It is often al- 
leged in this country that, unless the Federal Reserve System confines its opera- 
tions to short-term obligations, preferably “bills only,” the market for long-term 
government securities will be seriously impaired. British experience contradicts 
this thesis. 

“Before 1932,” notes Mr. Rose, “the traditional approach of the Bank of 
England to a situation in which lower interest rates seemed desirable was to 
concentrate on bill rates, by purchasing bills in the market and by reducing 
Bank rate, leaving the effect to be transmitted to longer-term securities through 
the reaction of investors. Sometimes these operations, while sharply reducing 
bill yields, had little effect on long-term yields” (p. 401). 

Now, however, the Bank is free to pursue a wide range of objectives. “The 
Bank may wish to shift the whole pattern of interest rates up or down in order 
to influence the supply of and demand for loans; or it may wish to alter the 
shape of the pattern, buying short-term securities and selling long-term stocks 
[bonds in American terminology] . . .” (p. 384). 

These operations do not seem to have affected adversely the long-term market 
for United Kingdom government bonds. Since the Bank’s intervention in the 
long-term market is neither capricious nor wholly unpredictable, bond dealers 
have learned to include open-market operations in their calculations. “Whatever 
its object,” writes Mr. Rose, “intervention by the Bank can usually be expected 
to be assisted by the effects of its initial steps on the expectations of other 
operators, many of whom will try to anticipate the authorities’ further actions 
in the hope of making a profit or avoiding a loss” (p. 385). With United States 
monetary policy handicapped by the balance-of-payments deficit, this British 
experience is well worth our pondering. 

Rose deserves commendation for his admirable clarity, his interesting style, 
his excellent organization, and his expertise in so many areas of finance and 
investments. There is need for less wordiness in many textbooks, and Rose’s 
volume points the direction. But even as skilful an author as he cannot do 
justice to the entire field of economics, finance, and investments in one volume. 


WituiaM C, FREUND 
New York City 
Money and Banking 
The Federal Reserve Discount Window. By Grorce W. McKInNey, Jr. New 
Brunswick, N.J.: Rutgers University Press, 1960. Pp. xvi4+-157. $4.50. 
The administration of Federal Reserve discounting, as illustrated by the 
Richmond bank, is the subject matter of this study, which was made in connec- 
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tion with the Stonier Graduate School of Banking. Since there are almost no 
published descriptions of the way in which discounting is actually administered 
under Regulation A, this proves to be an interesting and valuable study for those 
concerned with monetary policy or banking operations. 

Discount administration is presented as a means of non-price restraint in 
preventing the abuse of the borrowing privilege by member banks. Thereby, the 
reluctance of commercial bankers to be in debt to the Federal Reserve is fos- 
tered and strongly reinforced. 

Appropriate use of discount facilities remains the same, regardless of the di- 
rection of general monetary policy. Borrowing to meet seasonal, immediate and 
unexpected, temporary, and unusual needs is approved. In contrast, if in- 
debtedness is continuous or if it is incurred in order to earn a rate differential, 
to gain a tax advantage, or to facilitate speculation, it is considered inappro- 
priate. The use of the discount window is viewed as providing individual member 
banks with a cushion against the impact of monetary policy and a safety valve 
against unusual pressures. 

Of special interest are the description of the analysis which the Federal Re- 
serve Bank of Richmond makes of each borrowing bank and the presentation 
of profiles of several banks as case histories illustrating appropriate or inappro- 
priate use of discounting. A member’s note “would have to represent a flagrant 
disregard for the philosophy governing appropriate uses of Federal Reserve 
credit to be disapproved, although in extreme cases this could happen” (pp. 
112-13). (Mr. Hugh Leach, president of the Federal Reserve Bank of Rich- 
mond, was more specific in stating during 1957 Congressional hearings! that 
“we in our bank have not actually turned down any bank on a loan.”) Practice 
has been to extend credit even when there appeared to be abuse of the borrow- 
ing privilege but to call upon the bank involved and to ask that it restrict future 
borrowing to appropriate uses. It would have been of much interest had Mr. 
McKinney also indicated the frequency of discouragement of member borrow- 
ing and how the necessity to discourage varies from time to time. 

Patterns of borrowing are shown by season, by the month, and by the reserve 
period for reserve city and country banks within the district. Distributions of 
the frequency and volume of borrowing are also given, and data are furnished 
to reveal the sharp drop in borrowings as the member banks prepare for the 
June and December calls. Information relates chiefly to the period 1952-57 or 
to 1956-57. 

There is little discussion of discount policy and of the way in which it fits 
into the carrying-out of general monetary controls. However, such consideration 
was not the author’s aim, and the study which he has made of discount ad- 
ministration will prove useful to all who are interested in the operations of the 
Federal Reserve System and in the conduct of monetary policy. 


KATHERINE FINNEY 
Connecticut College for Women 


1. U.S. Congress, House of Representatives, Select Committee on Small Business, 
Problems of Small-Business Financing: Hearings, Part 1, November, 1957 (85th Cong., 
Ist sess. [Washington, 1957]), p. 18. 
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Money Metropolis. By SiwnEyY M. Ropsins and Nestor E. TerteEckyy. Cam- 
bridge: Harvard University Press, 1960. Pp. xviii+294. $5.00. 


In an era of growing decentralization of so many aspects of economic life, 
can New York remain the national and international financial metropolis it is 
today? Professor Sidney M. Robbins and Dr. Terleckyj, with the collaboration 
of Professor Ira O. Scott, Jr., provide a carefully weighed and documented 
answer to this vital question in this study. It is one of the series of studies of 
the 22-county New York Metropolitan Region that is being sponsored by the 
Regional Plan Association. 

The authors describe the forces that made New York the nation’s money 
market, with financial institutions employing 312,000 people in 1956. They 
picture the money market as composed of a core, of which the market for se- 
curities is by far the chief element, and inside and outside rings composed of 
other financial institutions. Particularly valuable for an appraisal of the future 
of New York as the nation’s financial center is the summary of centralizing and 
decentralizing forces, the latter including such factors as the more rapid eco- 
nomic growth of other geographic areas. 

Chapters follow that analyze changes in commercial banking, insurance, and 
the securities industry in the nation, in the metropolitan region, and in particular 
areas within the region. The final chapter on “The Prospects” concludes that “it 
does not seem likely that economics, the major historical force leading to the 
development of the moneymarket center in New York, will be the factor to 
cause its shift out of the City by 1985.” Substantial statistical and analytical 
evidence is presented to support this conclusion. 

By 1985, the authors project an increase in financial employment in New 
York City alone from 240,000 to 348,000, with the larger part of the gain con- 
centrated in Manhattan from Chambers Street to 60th Street. The smallest 
relative gain is foreseen in the old Wall Street area below Chambers Street, 
where a small decline in financial employment is foreseen to 1965 and a rela- 
tively gradual rise is projected for the following two decades. 

An avowed objective of this series of studies is to make available to other 
metropolitan areas “methodology and conclusions” that will benefit them. Pro- 
fessor Robbins and his associates provide in Money Metropolis an excellent 
model for the analysis of trends in specialized metropolitan areas generally. 


Jutes I. BocEN 
New York University 


Financial Institutions. By R. I. Ropinson, E. W. BoEHMLER, F. H. GANE, and 
L. C. FarwELL. 3d ed. Homewood, Ill.: Irwin, 1960. Pp. xix+729. $7.50. 


This is the third edition of a book which seeks to provide an across-the-board 
survey of the fields of finance. It is divided into five main parts: “I. Banking 
and Money,” “II. Business Finance,” “III. Financial Intermediaries,” “IV. 
Saving and Consumer Finance,” and “V. Public Finance and Monetary Policy.” 
The general logic of the book’s organization is good. The coverage of the text 
is excellent. The description and analysis of many of the financial institutions 
treated is clear enough to provide an introduction and comprehensive enough to 
constitute a reference work. A nice balance is struck. 
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However, the text falls short of its goal of moving finance “into the lively 
world of affairs.” While the book is effectively policy-oriented in some areas, 
it is dull and descriptive in others. If the policy issues were kept in the fore- 
front, it would provide a more effective guide to the historical and descriptive 
material. 

Generalization is difficult, however, because the book is uneven in quality, 
The best example of what the chapters would have to be to measure up con- 
sistently to a truly first-rate presentation is provided by the chapters written by 
Roland I. Robinson. Not only are some oi the other chapters pedestrian, but 
the bibliography references are out of date or incomplete. The references at the 
end of chapter 2, for example, dealing with the demand for money and the 
money supply are mostly pre-World War II. No mention is made of the two 
Friedman studies, Studies in the Quantity Theory of Money (1956) and The 
Demand for Money: Some Theoretical and Empirical Results (1959). The 
bibliography at the end of chapter 8 omits reference to good articles from the 
monthly reviews of the ten Federal Reserve Banks, other than the New York 
and Boston banks. The bibliography at the end of chapter 13 on farm credit 
institutions refers to studies that are relatively old. Some of the recent journal 
literature could have been cited usefully here, as well as at the end of other 
chapters. The references at the end of chapter 20 dealing with the finance of 
foreign trade and investments are relatively brief and relatively old. 

The coverage of financial institutions by the book is generally comprehensive, 
but some gaps may be noted. There is virtually no description of the Federal 
Home Loan Bank System. The Transamerica story on page 138 is incomplete 
and out of date. The conclusion on small-business finance, set out on page 351, 
is not adequately supported by the prior discussion. 

While the discussion of international finance and monetary policy is good, it 
is too limited in view of the increasing significance of this area. Reference 
might well be made also to the staff papers of the International Monetary 


Fund, which are available by public subscription and provide treatment of sig- . 


nificant matters. The discussions of the Export-Import Bank operations and the 
significant issues raised are also overly brief. The role of the International Co- 
operation Administration should also have been set forth, to show its relation- 
ship to the Development Loan Fund and Export-Import Bank as a part of 
American sources of loan and guaranty activity. 

The book reflects a useful concept and represents good progress toward its 
goals. Its uneven quality is also an indication of what may be achieved if the 
standard of the best chapters were uniformly attained. It is a useful text not 
only for courses in financial institutions but also to broaden the conventional 
course in credits and collections, as well as almost any of the other traditional 
courses in finance. It is hoped that further progress will be made in providing a 
conceptual setting for more of the descriptive and institutional material. 

J. Frep WEsTON 
University of California 
Los Angeles 


Modern Banking. By R. S. Sayers. 5th ed. New York: Oxford University Press, 
1960. Pp. viii+294. $4.00. 
The fifth edition of this well-known text is a lucid and authoritative presenta- 
tion of elementary monetary economics in the contemporary British institutional 
setting. The major changes in the present edition are in the material dealing 
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with Bank of England operations and international payments. Also, a new final 
chapter provides a short guide to the Radcliffe Report. Sayers points out in his 
Preface that the publication of the Radcliffe Report was the principal incentive 
for this revision, but he modestly fails to mention that he was a member of the 
Radcliffe Committee. 

Chapter 1 introduces the money-supply concept and outlines the money- 
creating role of the banking system. Chapters 2 and 3 describe the work of the 
major private British financial institutions, including the commercial banks, 
acceptance houses, discount houses, and the London Clearing House. Chapters 
4and 5 describe in some detail the structure and operations of the Bank of 
England. Chapter 6 discusses the foreign payments mechanism, including the 
Sterling Area and the Exchange Equalization Account, the brevity of the ma- 
terial reflecting the radical simplifications of recent years. Chapter 7 is a careful 
exposition of the elements of modern interest-rate theory, with substantial em- 
phasis given to the availability doctrine. Chapter 8 summarizes a miscellany of 
ideas regarding bank asset composition, the liquidity concept, and the short- 
comings of the “self-liquidating” paper concept. 

Chapter 9 is in some ways the climax of Sayers’ treatment. It brings together 
the material of previous chapters to present an integrated analysis of “The 
Technique of Monetary Policy in England.” The processes of monetary ex- 
pansion and contraction are discussed with reference to the major institutions, 
groups, and relationships involved. Sayers stresses the point that in the post- 
1951 environment, following the restoration of monetary control by the British 
authorities, the Bank of England has accommodated the market with whatever 
volume of “cash” may be required to support the conventional 8 per cent cash/ 
deposits ratio. It has done so, however, only on its own terms by varying the 
volume of funds made available through open-market operations and thus vary- 
ing the volume of borrowing at the Discount Office at bank rate. Sayers sum- 
marizes this important technique as follows: “Thus the amount of cash created 
by the Bank of England is a passive element in the situation. . . . The system 
works not by a volume of bank deposits and of cash being determined as de- 
sirable, but rather by the authorities’ choosing a structure of interest rates and 
making the cash fit that picture” (p. 197). Here of course is one of the themes 
of the Radcliffe Report, namely, that monetary policy should aim not at the 
control of the money supply in some narrowly defined sense, but rather at the 
control of general liquidity via changing interest rates and capital values. Here 
also is one of the major differences between the American (i.e., Federal Re- 
serve) and British approaches to monetary policy and central bank technique. 

Chapter 10 reviews commercial and central bank organization and operation 
in the United States, with the material on the New York money market relying 
heavily on Roosa’s Federal Reserve Operations in the Money and Government 
Securities Markets. Chapter 11 is a brief commentary on “Banking in the New 
Countries.” Chapter 12, as noted above, sketches out the content of the Rad- 
cliffe Report. 

This volume is an excellent combination of factual and theoretical material. 
It succeeds in covering the essential aspects of the subject in less than 300 pages, 
a feat which American textbook writers have seldom attempted. Professional 
students and teachers of money and banking may well look forward to a future 
revision that will include extended treatment of the issues raised by the Rad- 
cliffe Report and its critics. 


Bg ? H. D. MALONEY 
DePauw University 
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Public Finance 


The Question of Government Spending. By Francis M. Bator. New York: 
Harper, 1960. Pp. xvi+167. $3.75. 


This timely analysis of public expenditures starts with two chapters on the 
quantitative facts: trends in aggregates, various breakdowns, and comparisons 
between countries. Sharply distinguished are government spending and govern- 
ment production, exhaustive and non-exhaustive expenditure, defense and non- 
defense outlay, expenditure for current operation and for durable goods and 
construction. Non-exhaustive expenditures are defined as those “that absorb no 
output but redistribute income or assets.” The author notes that non-defense 
public purchases of all units in the United States are only a slightly larger frac- 
tion of non-defense gross national product now than in 1929 and less than in 
1939 (1959 dollars). 

The second part of the book is devoted to issues. The author considers the 
proposition that at full employment any increase in government outlay must be 
inflationary. He concludes that it is total expenditures in relation to capacity 
that is relevant and that it is at least possible, by increased taxes and restricted 
credit, to compress private spending. He considers the adverse effects of heavy 
taxation but says nothing about the adverse effects of credit restriction. 

Next considered is the view that “absorption of resources by paternalistic 
activities that do not meet a market test is prima facie illegitimate.” Here he 
notes that redistribution is compatible with market tests; that tastes are not 
strictly indigenous but are sensitive to other people’s consumption; that the 
market gives no certainly right answers where economies of scale require large 
firms producing under conditions of decreasing costs and where “for-all-or- 
none” public goods are involved. He contends that comparative efficiencies in 
private and public spheres are not relevant to proper answers and that there is 
no clear case for the view that coercion is minimized by restricting the public 
sphere. The answer, in the last analysis, must be in terms of qualitative values. 

The book is designed successfully for the (highly) sophisticated non-economist 
reader; it is well documented; and it challenges persuasively and provocatively 
much conventional wisdom. One might have wished for more attention to the 
limitations of monetary controls and to the relationship between progressive 
taxation and expenditure. The line between public and private goods, it seems to 
the reviewer, is not so sharp as depicted; there are important social aspects to 
private, as well as public, amenities. But the book is a commendable addition 
to a very sparse literature of its sort in an important division of public finance. 


Harop M. Groves 
University of Wisconsin 


Fiscal Theory and Political Economy. By James M. Bucwanan. Chapel Hill: 
University of North Carolina Press, 1960. Pp. 197. $5.00. 


This is a collection of eight essays, six of which have been published previous- 
ly in professional journals. The two additional contributions are a fifty-page 
review of Italian writings in fiscal theory and a chapter on incidence. Some 
will question whether this quantity of new material justifies the publication of 
a book, and Buchanan himself, judging by the Introduction, seems to have had 
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some qualms. But the question should be answered in the affirmative. The ef- 
fort does hang together, and the recent upsurge of interest in fiscal theory, 
stimulated primarily by the writings of Samuelson and Musgrave, fully justifies 
this compilation. Moreover, the volume should be entered in a publishers’ com- 
petition. It is handsomely printed and bound and has a most attractive dust 
jacket. 

Two of the essays are on incidence theory. The remainder are concerned with 
what may be described as fiscal theory or the theory of the public sector. The 
orientation is an attempt to establish an analytical framework for making choices 
that affect the relative size of the public and private economy. Buchanan is 
modest in his approach to this central problem and feels that the foundations of 
fiscal theory are only now in the process of discovery and exploration. He de- 
scribes his own contribution as criticism of existing theory and as an effort to 
raise questions and explore issues. 

Buchanan’s major contribution in this collection is the elaboration of the 
philosophical, ethical, and economic (resource allocation) considerations that 
characterize the private sector and the public sector. His arguments are well 
reasoned and tightly knit. He examines systematically such concepts as the 
individualistic and the organismic views of the state, social welfare functions, 
voting versus markets, externalities, and fiscal equity. 

A second contribution, at quite a different level, is to bring before American 
readers (and most of us are quite illiterate in these matters) the writings from 
Italian public finance that relate to the Marshallian and welfare economics 
traditions in fiscal theory. The major omission here is that Buchanan examines 
Italian public finance writings as an exercise in the history of economic thought, 
without reference to the character of the Italian economy and the governmental 
structure that served as background. It is just possible that the preoccupation 
of De Viti and Einaudi with benefit taxation and the productivity approach to 
public services was a reflection of the inadequacy of the Italian central gov- 
ernment structure and the absence of a reasonably well-ordered budgetary 
procedure. 

A third contribution in this volume is Buchanan’s concept of the “fiscal 
residuum,” defined as the difference between tax burdens and government bene- 
fits either for individuals or for government jurisdictions. This concept could 
have widespread operational significance in application to intergovernmental 
fiscal relations. 

Since Buchanan has raised a number of pertinent questions about fiscal the- 
ory, it may not be inappropriate to raise some further questions about his 
approach. He rejects the unitary or organismic view of the state and chooses 
sides on the individualistic approach, which he finds to be more democratic. 
This requires that analysis start with the individual or the household or the 
sovereign consumer and that all tax burdens and government benefits be meas- 
ured in relation to such individual units. But there is a third possibility that 
may come much closer to the realities of the political order, and that is to start 
with groups and group values. This approach, dominant in contemporary politi- 
cal and administrative theory, emphasizes that individuals as such are almost ir- 
relevant to the choice patterns of government agencies, both administrative and 
legislative. Public decision-making is dominated by organized producer groups, 
veterans’ groups, civic groups, organized political parties, and the interests of 
program beneficiaries. Out of this pluralism of commonality and conflict, deci- 
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sions about public resource allocation emerge as responsible political leadership 
interacts with group interests. There is nothing undemocratic or authoritarian 
about this. Indeed, in a complex society it is difficult to see how individuals can 
make their preferences known except through groups and organizations. These 
groups and organizations, in turn, influence the preferences of individuals. 

A group-process approach to the political order and to public decision-making 
therein permits the fiscal theorist to deal directly with such concepts as non- 
quantifiable benefits. Buchanan would impute all benefits to individuals, not to 
groups; this he calls a “technical” but not a “theoretical” problem (p. 14). But 
the recent literature on water-resource economics (Krutilla, Eckstein, McKean) 
demonstrates that there is a substantial volume of benefit of an intangible 
character that is simply incapable, conceptually, of imputation to individuals 
and must be measured on a group basis. Buchanan stops far short of recogniz- 
ing this point (see pp. 117-19). 

Buchanan’s rejection of a group-process or social-value approach to the pub- 
lic sector may also explain his preoccupation with comparisons between voting 
and market behavior. At some level of abstraction an examination of choice 
mechanisms is always interesting to an economist. But, in fact, voting is not a 
resource-allocation process. Citizens do not vote for or against government 
budgets, and, indeed, even legislatures in this country seldom have roll-call votes 
on budgets. Budgets and the resource-allocation decisions that they embrace are 
the product of compromise and consensus, of the interplay of political plural- 
ism, in which the bureaucracy and the chief executive, not the legislature, have 
the leading role. Similarly, Buchanan is concerned with the coercion imposed by 
the majority on the out-voted minority (pp. 67-68, 99). But this coercion may 
not be a serious matter if organized minorities modify the decisions of majori- 
ties through a group-process interaction. Collective decisions are not made by 
individuals, as Buchanan would have it, but by the collectivity. Even faculty 
committees operate in this fashion! 
JEssE BURKHEAD 
Syracuse University 


Public Finance and the General Welfare. By Troy J. CAuLEY. Columbus, Ohio: 
Charles E. Merrill Books, 1960. Pp. xvi+398. $5.95. 


This textbook discusses government finance from the economic view rather 
than that of business or public administration. It is briefer than most other 
books in the field, and it would appear to be most useful for students who have 
had only the introductory course in economics. Chapters, which tend to be 
rather short, probably should be supplemented with outside reading, especially 
if used in an upper-class course. 

Emphasis throughout the book is placed upon the stabilization of the econ- 
omy at full employment, with references to this goal in the treatment of par- 
ticular taxes and with fuller discussion in the concluding sections. Among sug- 
gested reforms is the adoption of “escalator clauses” for fiscal policy, in order 
to increase the political feasibility of carrying out stabilization policies. Taxes, 
expenditures, and borrowing would then respond automatically to changes in 
certain criteria to be established by Congress, such as the index of wholesale 
prices or the level of unemployment. Chapters dealing with national income 
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analysis and with borrowing and fiscal policy make up about one-fourth of the 
text and the discussion of revenues about one-half. The author strives con- 
stantly to keep before the reader the relation between the distribution of the 
burden of taxes and the purposes for which the various taxes are used. This 
seems desirable; however, perhaps in consequence, there is little or no discussion 
of the distribution of the burden of taxes as a whole. 

Some of the charts, diagrams, and tables lack clarity and may cause difficulty 
for the student. In Table 7-1 (p. 113) showing income tax rates, headings are 
needed for identification of the columns listing net taxable income and the 
amount of the tax. In Table 4-2 (pp. 60-61), missing footnote symbols and a 
slip in columnar ruling may confuse the reader. On page 67 (marginal) pro- 
pensity to save is indicated as As/Ay but marginal propensity to consume as 
c/y. Although the diagram on this page shows both consumption and invest- 
ment expenditures, the 45° line is identified as indicating that “at any level of 
income . . . the whole of income is consumed.” Several of the diagrams relating 
to incidence either contain errors in reproduction or need further explanation. 
For example, in Figure 6-3 (p. 92) one of the brackets showing the amount of 
the tax appears to mis-label. Also on this figure, the significance of P? is not 
clear. The reader should be specifically warned that Figure 6-4 (p. 94) refers 
to firms that are deliberately selling at a price below that at which marginal 
cost and marginal revenue are equal. Here the marginal-cost curve does not 
seem to intersect the average-cost curve at its minimum. On this same diagram, 
which illustrates the effects of the imposition of a tax on volume of output, the 
marginal-cost curve should show the same amount of change as that shown by 
the average-cost curve. 

Relatively little attention is paid to certain questions commonly discussed in 
public finance books, such as the effects of particular taxes or expenditures upon 
the allocation of resources, productivity, and the mobility of factors of produc- 
tion. However, the author has indicated in his Preface that his chief concern 
lies in macroeconomics rather than in other aspects of economic analysis. The 
book has a unity of approach and a brevity that may appeal to instructors. 


KATHERINE FINNEY 
Connecticut College for Women 


Fiscal Policy for Stable Growth: A Study in Dynamic Macroeconomics. By 
CuHatuis A. HALt, Jr. New York: Holt, Rinehart & Winston, 1960. Pp. vii+ 
311. $5.00. 


One of the most timely questions of economic policy is whether the govern- 
ment in a free democratic society can promote an increase in the rate of eco- 
nomic growth and whether such a policy can be pursued without promoting in- 
flation at the same time. In the concluding chapter of his book Hall answers 
both questions. 

Fiscal-monetary policies, he concludes, can substantially reduce instability 
and promote a growth rate consistent with social objectives. For the promotion 
of economic growth, fiscal policy is most effective through its effect on the rate 
of saving; but monetary policy, specifically open-market policies, are needed in 
support of budget policy. However, because the policy makers have only lim- 
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ited knowledge of the future, “fiscal policy cannot provide completely stable 
growth.” Price stability can be obtained only with some unemployment, and at- 
tempts to maintain full employment will generate some inflation. This incom- 
patibility of full employment and stable prices is aggravated by the influence of 
economic power blocs. 

The reader whose appetite has been whetted by these conclusions and who 
starts the book from the beginning will soon discover that he has a hard nut to 
crack. Some of the masters in economics have presented their arguments first 
by explicit reasoning and then used the language of mathematical symbols as a 
check on the logical accuracy of their reasoning. In contrast, Hall approaches 
his topic with presenting a mathematical model and presents his reasoning with- 
in that framework. 

The use of the mathematical language has certain advantages, but approach- 
ing a topic with the mathematical symbols may induce the author to start with 
simplifying abstractions which impair the applicability of his conclusions. Also 
this approach has a deterrent effect on many readers, even though Hall actually 
uses only elementary mathematics. I believe this book could have been more 
effective and the conclusions more realistic if the topic had been first analyzed 
by explicit reasoning and if the mathematics had been used as a check. 

If I understand the author correctly, he has not analyzed whether fiscal pol- 
icy can promote economic growth but has assumed economic growth and then 
asked what fiscal and monetary policies would be needed to sustain economic 
growth without inflation. He says that growth is “typically associated” with 
capital formation (p. 91) and that “the obstacles to sustained growth and sta- 
bility . . . originate in a conflict between production conditions and wealth 
owners’ behavior in portfolio selection” (p. 93). 

The most serious obstacle to economic growth, I believe, originates in the 
uncertainty of producers concerning the future expansion of markets for their 
products. Hall’s discussion of expected yield on capital and risk has a bearing 
on this problem, but his treatment is focused on their effect on the holders of 
monetary assets. He treats the entrepreneurial function as “the portfolio selec- 
tion of a wealth owner,” which I believe is too narrow for analyzing economic 
growth. A further result of the “rigorous” approach is that the reader is not 
given any judgment about the seriousness of the alleged incompatibility of full 
employment and stable prices and about the possibility of correcting undesirable 
developments (e.g., the influence of economic power blocs) by public or pri- 
vate measures, besides those included in the “model.” 

I do not want to close these remarks about the presentation and the self- 
imposed limitations of the book without saying that it represents an extraordi- 
nary intellectual effort and makes a very important contribution to the literature 
especially on the interrelationship between fiscal and monetary policy. Only the 
lack of space prevents me from discussing the interesting analysis of the possi- 
ble effects of tax reform on investment and saving. Unfortunately, the broader 
influence of this intellectual effort must await the work of students who will 
translate the analysis back into explicit reasoning and will appraise the findings 
in quantifiable terms with consideration of some relevant facts and policies 
omitted in the simplified model. 

GERHARD CoLM 
Washington, D.C. 
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Public Finance in Theory and Practice. By A. R. Prest. London: Weidenfeld & 
Nicholson; Chicago: Quadrangle, 1960. Pp. 408. 45s; $7.50. 


The author of this volume is a prominent British economist, a Fellow at Cam- 
bridge, and known for his contributions to both public finance and national in- 
come accounting. This book is a notable addition to the list of outstanding Brit- 
ish public finance texts that started with Bastable and includes Dalton, Pigou, 
and Hicks. 

The organization of the volume is unusual. It is divided into three nearly 
equal sections—“Analysis,” “Description,” and “Policy.” The first section de- 
votes a separate chapter to each of five criteria necessary for judging the rela- 
tive merits of different types of receipts and expenditures. These are (1) the 
allocation of resources, (2) the supply of resources, (3) income correction 
(stabilization), (4) equity, and (5) administrative efficiency. In the first of 
these, Prest examines at some length the differences between direct and indirect 
taxes in their impact on resource allocation and develops a more general case, 
based not alone on consumer welfare but on production possibilities. He con- 
cludes that there are a number of circumstances in which indirect taxes will 
yield a better allocation than direct taxes, a finding at variance with traditional 
welfare theory. 

In the chapter on supply, the author concentrates on inducements to labor 
and on capital accumulation, with an excellent analysis of the effects of pro- 
gressivity on these variables. The chapter on income correction is rather tradi- 
tionally Keynesian. In the equity chapter, Prest runs through the standard vari- 
ants of ability to pay and then demonstrates that any general model of the 
incidence of either direct or indirect taxes is so complex as to leave distribu- 
tional results very much in doubt. The chapter on administration is a good 
summary of general principles. 

In the second section, Prest describes the entire United Kingdom financial 
structure—revenue, expenditure, budgeting, the authorities, and the national 
debt—in 60 pages and follows this with a most succinct account of the public 
finances of the United States and of Canada. In the final section on policy, the 
author applies the analysis of the first section to a series of tax issues that are 
critical in Britain. American students will probably be most interested in the 
chapter on capital gains—Prest is for taxing them if the statute could be better 
than the United States federal law. In the discussion of erosion, Prest lines up 
with those who prefer somewhat lower income tax rates that work more effec- 
tively than a more highly progressive system that works haphazardly. This sec- 
tion, incidentally, contains some new and ingenious comparisons of the effective 
rate of income tax in the United States and United Kingdom. These data should 
be of comfort to those in high tax brackets in this country. 

This should make an excellent supplementary text in upper-division and grad- 
uate courses in public finance. It is very well written, with the occasional light 
touch that British economists possess and that is so lacking in American writing. 
This reviewer was struck by two things in Prest’s volume. The first is his treat- 
ment of the national debt. This emerges as a chapter in debt management, where 
the task is conceived as that of matching the Treasury’s objectives with the 
preferences of the community for assets of differing liquidity. Apparently, 
thinking in these matters is sufficiently advanced in Britain that fears about debt 
burden and transfer problems can be laid to one side. 
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The second point is that Prest occasionally lapses into language that suggests 
that the savings schedule determines the rate of investment (e.g., p. 102). This 
is startling, coming from the halls that produced the General Theory but 24 
years ago! 


JeEssE BURKHEAD 
Syracuse University 


Ricardo on Taxation. By Cart S. SHoup. New York: Columbia University 
Press, 1960. Pp. 285. $6.00. 


Of the eighteen chapters comprising David Ricardo’s Principles of Political 
Economy and Taxation (1817)—the work that largely determined the form and 
character of classical economics—the last eleven, constituting about one-third 
of the total length, were devoted to taxation. And Ricardo several times ex- 
pressed the belief that the foremost use of economic analysis is to be found in 
this field. For example, in a letter to his friend, Hutches Trower, he wrote: 
“Political Economy . . . is only useful as it directs Governments to right meas- 
ures in taxation. .. . It is here that the most perfect knowledge of the science 
is required.” Nevertheless, during nearly a century and a half of detailed exam- 
ination of Ricardo’s writings by economists in many lands, relatively small at- 
tention has been paid to his work in taxation. Now, in what is clearly no less a 
labor of love than of professional duty, Professor Shoup seeks to fill the gap. 
He does so by closely analyzing Ricardo’s writings on taxation as contained not 
only in the Principles but also in his correspondence, parliamentary speeches, 
and papers, including materials not generally available prior to the publication 
by the Cambridge University Press in 1952 of the ten volumes, The Works and 
Correspondence of David Ricardo, edited by Piero Sraffa, with the collabora- 
tion of M. H. Dobb. 

With some notable exceptions, what Shoup finds, though he does not say so, 
seems generally to justify the relative neglect by the profession of Ricardo’s 
work in taxation. Ricardo’s writings on value and distribution brought order 
and unity to large areas of economic analysis. Those on money and interna- 
tional trade likewise embodied enlightening generalizations of far wider applica- 
tion than the immediate practical problems from which they arose and richly 
advanced the understanding of his day. But in the field of taxation he ventured 
only little beyond a direct application of his theory of factor distribution to the 
question of the final incidence of various kinds of taxes on the three factors of 
production. Since his theory of distribution rested heavily upon the assumption 
that wages cannot long depart in either direction from subsistence requirements 
and that profits are a residual, his inevitable conclusion was that, except for a 
tax on pure rents, all major taxes, whatever their form, tend to fall on profits. 
When his subsistence theory of wages and his residual concept of profits came 
to be replaced by productivity theories, much of the basis for his inferences re- 
garding tax incidence disappeared. Only his brilliant analysis of pure land rents, 
extended in our day to the returns of all factors whose supply is inelastic, re- 
mained unscathed for the problem of tax incidence: taxes imposed on economic 
rents cannot be shifted by the suppliers of the scarce factors. 

For the specialist in public finance, Ricardo’s work in taxation suffers from its 
preoccupation with the question of incidence as between profits, wages, and 
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rents. Although our factual knowledge and analytical techniques in this area are 
still extremely sketchy, other subjects have risen to prominence, and on these 
Ricardo wrote little: equity in the distribution of the tax burden among per- 
sons, progressivity versus proportionality in levying taxes, techniques in for- 
mulating workable tax programs, countercyclical tax measures, etc. 

Despite the more limited appeal of Ricardo’s writings on taxation than on a 
number of other subjects, Professor Shoup has performed a useful service by 
presenting in his attractive volume a detailed, yet lively, critique of Ricardo’s 
work in this area. 


LAWRENCE H. SELTZER 
Wayne State University 
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BATCHKER, NATHAN A. Manual on Instalment Credit Computations for Yields, 
Charges, Rebates and Earnings. Boston: Bankers Publishing Co., 1958. Pp. 
60. $5.00 (paper). 


The materials and formulas in this booklet are organized according to types 
of instalment problems, so that ready reference in everyday operation of an in- 
stalment credit department is facilitated. 


BAuMOL, WILLIAM J. Economic Theory and Operations Analysis. Englewood 
Cliffs, N.J.: Prentice-Hall, 1961. Pp. x+438. $6.75. 


The 22 chapters in this work are organized in four main parts: analytic tools 
of optimization; microeconomic analysis; recent developments in mathematical 
economics; and applications to marketing and operations research. 


BeNsusAN-Butt, D. M. On Economic Growth: An Essay in Pure Theory. New 
York: Oxford University Press, 1960. Pp. vi+214. $3.40. 


Two models of economic development are presented in this essay. In the 
first, capital accumulation is the only source for change; in the second, it is 
combined with population growth. 


BONBRIGHT, JAMES C. Principles of Public Utility Rates. New York: Columbia 
University Press, 1961. Pp. xii+433. $10.00. 


The 20 chapters of this treatise are concerned with three main problems: the 
basic criteria of reasonable rates; the fair-return standards of a reasonable-rate 
level; and the determination of rate structure, involving the relationship of 
rates for different kinds and quantities of services provided by a utility com- 
pany. 


BRENNAN, MICHAEL J., Jr. Preface to Econometrics. Cincinnati, Ohio: South- 
Western, 1960. Pp. x+419. $6.50. 


Requiring no background beyond elementary algebra and elementary statis- 
tics, this new introduction to quantitative methods can be understood by the 
undergraduate economics major. 


BUCKINGHAM, WALTER. Automation: Its Impact on Business and People. New 
York: Harper, 1961. Pp. ix+196. $4.50. 


Intended for the layman and clearly and competently written, this volume 
explores and analyzes the most important economic and social consequences of 
the new technology of automation. 


CAMERON, Ronpo E. France and the Economic Development of Europe, 1800- 
1914. Princeton: Princeton University Press, 1961. Pp. xviii+-586. $10.00. 
This work contributes to a better understanding of the crucial role played by 

France and its bankers, entrepreneurs, and engineers in the economic develop- 

ment of Europe during the nineteenth century and up to World War I. 
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CasE, Frev E. Los Angeles Real Estate: A Study of Investment Experience. Los 
Angeles: University of California, 1960. Pp. xi+103. $3.50 (paper). 


Along with its findings, which should provide a number of lessons for the in- 
dividual investor, this study concludes with a list of specific suggestions for 
future research in this field. 


CHAPPLE, Etiot D., and SAYLEs, LEONARD R. The Measure of Management. 
New York: Macmillan, 1961. Pp. v+218. $6.50. 


The authors present a new approach to the problem of measuring manage- 
ment designed for the line manager and the student of organizational problems 
rather than for the personnel expert. 


CoMMERCE CLEARING House. 1961 U.S. Master Tax Guide. New York: Com- 
merce Clearing House, 1960. Pp. 448. $3.00 (paper). 


This annual guide to preparation of returns and tax planning serves as a 
quick reference and a steppingstone to complete information on any federal 
tax problem, whether individual or corporate. 


CoMMERCE CLEARING House. 1961 Excise Tax Guide. Chicago: Commerce 
Clearing House, 1961. Pp. 447. $5.00 (paper). 


An up-to-date reference book on excise taxes, including an extensive twenty- 
page check list of taxable and non-taxable items. 


CreEAMER, D., DosrovoLsky, S. P., and BorENSTEIN, I., assisted by M. BERN- 
STEIN. Capital in Manufacturing and Mining: Its Formation and Financing. 
Princeton, N.J.: Princeton University Press, 1960. Pp. liv+344. $7.50. 


Trends in the output of manufacturing and mining are shown to have a rate 
of growth significantly higher than that of gross national product, a long-term 
retardation, and a marked diversity among industries in rates and time patterns 
of growth. 


Datta, AMLAN. Essays on Economic Development. 2d ed. Calcutta, India. 
Bookland Private Limited, 1961. Pp. 158. Rs. 10. 


A series of essays, most of which have already appeared in various Indian 
journals, concerning the interrelationship of population growth, capital forma- 
tion, innovation, economic progress, and other problems associated with eco- 
nomic development. 


Gentry, Dwicnt L., and Tarr, CHARLEs A. Elements of Business Enterprise. 
New York: Ronald, 1961. Pp. vi+705. $7.00. 


This is a simply and clearly written text for the beginning student preparing 
for further course work in the field of business administration and for the stu- 
dent who takes only a single course in business. 


GuosH, ALAK. New Horizons in Planning. 2d ed. Calcutta, India: World Press 
Private, 1960. Pp. 217. Rs. 10.00; 18s. 


This study is divided into two parts of eight chapters each; after considering 
planning techniques and underdeveloped economies in the first part, a sympa- 
thetic case study of planning technique in India is presented. 
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GREBLER, Leo, and GILLigs, JAMES. Junior Mortgage Financing in Los Angeles 
County, 1958-1959. Los Angeles: University of California Graduate School 
of Business Administration, 1960. Pp. 71++-appendixes (paper). 


This report opens up a neglected field of study and makes clear the need for 
further investigation of mortgage financing practices. 


GREENHUT, M. L., and Jackson, F. H. Intermediate Income and Growth The- 
ory. Englewood Cliffs, N.J.: Prentice-Hall, 1961. Pp. viii+376. $6.25. 


The authors employ the gross-income, rather than the net-income, approach 
and discuss the major theories of income, employment, and growth in non- 
mathematical terms. 


HANSEN, ALVIN H. Economic Issues of the 1960’s. New York: McGraw-Hill, 
1960. Pp. xv+244. $5.50. 


Rather than an “essentially theoretical” work, as claimed, this is more prop- 
erly a “tract for the times,” ardently advocating the public policies required for 
the full flowering of the welfare state. 


HERRING, P., Mosety, C., Hitcn, C., et al. Research for Public Policy. Wash- 
ington, D.C.: Brookings Institution, 1961. Pp. ix+126. $1.50 (paper). 


Three lecturers and nine panelists discuss various aspects of the impact of 
research on government, politics, administration, foreign policy, and the useful- 
ness of economics. The dedication lectures at the opening of the Brookings In- 
stitution’s Center for Advanced Study. 


HicKMAN, Bert G. Growth and Stability of the Postwar Economy. Washing- 
ton, D.C.: Brookings Institution, 1960. Pp. xviii+426. $6.00. 


Within the framework of modern income-expenditure theory, the author com- 
pares our cycles since World War II with the experience of the 1920’s and ex- 
amines the importance of structural changes in the economy and their influence 
on economic fluctuations. 


HIcKMAN, W. Brappock, with the assistance of EL1zABETH T. Simpson. Statis- 
tical Measures of Corporate Bond Financing since 1900. Pp. xxx+582. $9.00. 


This third and final volume of the corporate bond research project conducted 
by the National Bureau of Economic Research contains the basic statistics on 
which the analyses of the second report were founded, as well as supplementary 
tables on topics not covered in that report. 


INTERNAL REVENUE SERVICE, STATIsTIcs Division. Statistics of Income, 1958- 
59: Corporation Income Tax Returns. Washington, D.C.: Government Print- 
ing Office, 1961. Pp. v+274. $1.50 (paper). 

An invaluable report on income of corporations classified by industrial groups, 
asset size, and net income. New data on small-business corporations filing for 
the first time under the Technical Amendments Act of 1958 are included, and 
profit and business turnover ratios, which were first presented for 1957-58, are 
continued. 


Jerrrey, ALAN S., et al. (eds.). Credit Manual of Commercial Laws, 1961. New 
York: National Association of Credit Management, 1960. Pp. Ixiv+734. 
$12.50. 
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The latest edition of this manual condenses and brings up to date the laws on 
credits in all 50 states. 


KeIsErR, NorMAN F. Introductory Economics. New York: Wiley, 1961. Pp. xiii 
+545. $6.50. 


The approach in this text for the one-semester course is primarily macro- 
economic and institutional, limited treatment being accorded price theory. 


KEITHLEY, ERWIN M. A Manual of Style for the Preparation of Papers and Re- 
ports. Cincinnati, Ohio: South-Western, 1959. Pp. iv+59; vi+26. $2.20 
(paper). 


The first part of this manual contains an explanation of text style with appro- 
priate illustrations in miniature; the second is an example of a complete report 
set in full-size typewriter type. 


Konts, RicHarp L. Marketing of Agricultural Products. 2d ed. New York: 
Macmillan, 1961. Pp. xiv+424. $7.50. 


Two new chapters have been added, the first part of the book dealing with 
the framework of the marketing problem has been thoroughly reorganized, and 
the text has been updated throughout in this second edition. 


LABARGE, RicHarD A. Jmpact of the United Fruit Company on the Economic 
Development of Guatemala, 1946-1954. New Orleans: Tulane University, 
1960. Pp. 72 (paper). 


In this report the impact of a large private corporation on an underdeveloped 
economy is analyzed, with conclusions favorable to the company’s role. 


Lewis, J. Parry. An Introduction to Mathematics for Students of Economics. 
New York: St. Martin’s Press, 1959. Pp. x+394. $7.50. 


Beginning with a review of elementary algebra, the author introduces the 
necessary trigonometry and co-ordinate geometry before treating the calculus 
and the mathematics of fluctuations and growth. 


Linprors, GRACE V. (comp.). Jntercollegiate Bibliography: Cases in Business 
Administration, Vol. V. Boston: Intercollegiate Case Clearing House, 1960. 
Pp. xiv-+115 (paper). 


This bibliography has been compiled from individual case information sheets 
submitted, along with their cases, by participating authors in a large number of 
institutions. 


McCrackEN, Pau W. (ed.). Taxes and Economic Growth in Michigan. Kala- 


mazoo, Mich.: Upjohn Institute for Employment Research, 1960. Pp. xi+ 
167. $4.75. 


The growth of welfare statism in Michigan has raised important fiscal prob- 
lems. The ten contributors to this volume come up with a variety of ideas and 
suggestions rather than a package of specific proposals to strengthen the state's 
fiscal structure. 


MacDouGaLL, Donato. The Dollar Problem: A Reappraisal. Princeton, N.J.: 
Princeton University International Finance Section, 1960. Pp. 76. Gratis (pa- 
per). 
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While the author concludes that a devaluation of the dollar is not likely to be 
necessary, he thinks that devaluation might be a lesser evil than sacrificing 
“fundamental goals of national policy.” 


MACHINERY AND ALLIED Propucts INSTITUTE. Private Investment Abroad. 
Washington, D.C.: Machinery and Allied Products Institute, 1961. Pp. 21. 
$0.50. (paper). 


An analysis which finds that the impact of private investment abroad on do- 
mestic employment, the United States balance-of-payments position, and the 
economy as a whole is positive. 


Marris, Rosin. Economic Arithmetic. New York: St. Martin’s Press, 1958. Pp. 
xvii +349. $4.50. 
This text is not concerned with arithmetic in the narrow sense but rather with 
the analysis of national income statistics, the interpretation of time series, and 
the use of index numbers. 


Masson, R. L., Hunt, P., and ANtHoNy, R. N. Cases in Financial Manage- 
ment. Homewood, Ill.: Irwin, 1960. Pp. x+720. $9.00. 


The cases presented in this volume are intended to illustrate the basic re- 
sponsibilities of financial management and to introduce the student to the 
deeper policy questions which are the concern of managers at various levels. 


MoreE.t, R. W. Managerial Decision-making. Milwaukee, Wis.: Bruce Publish- 
ing Co., 1960. Pp. xi+201. $6.00. 


After discussing the bases and procedures for national decision-making, the 
author concludes with a presentation of a dozen actual cases to be analyzed by 
the student. 


Morcan, E. Victor. The Structure of Property Ownership in Great Britain. 
New York: Oxford University Press, 1960. Pp. xi+207. $5.20. 


Among other interesting conclusions, the author finds that claims on the pub- 
lic sector, most of which represent no real assets, comprise more than half of 
private net worth in Great Britain. 


Morris, RicHarp H. Credit and Collection Letters: New Techniques To Make 
Them Work. Great Neck, N.Y.: Channel Press, Inc., 1960. Pp. 295. $5.95. 


This new book is written by a specialist who has prepared credit and collec- 
tion letters for use by many of the largest firms in manufacturing and retailing. 


NATIONAL BUREAU OF ECONOMIC RESEARCH, CONFERENCE ON RESEARCH IN 
INCOME AND WEALTH. Trends in the American Economy in the Nineteenth 
Century. Princeton, N.J.: Princeton University Press, 1960. Pp. xi+780. 
$15.00. 

The 18 papers presented in this volume are concerned with five major areas: 
trends in output and prices, income originating in various sectors, factor pay- 
ments, investment, and balance of payments. 


NELSON, Boyp L. Elements of Modern Statistics for Students of Economics and 
Business. New York: Appleton-Century-Crofts, 1961. Pp. ix+365. $6.00. 
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Prepared for the one-semester course, this text is addressed to students who 
are going to be primarily consumers of statistics and to beginners intending 
to go on to more advanced work in the field. 


PayNE, Witson F. Industrial Demands upon the Money Market, 1919-57: A 
Study in Fund-Flow Analysis. New York: National Bureau of Economic Re- 
search, 1961. Pp. xix+139. $1.50 (paper). 


The author traces the annual flow of cash over nearly four decades into and 
out of more than 80 large manufacturing companies and finds that the ebb and 
flow of cash conforms regularly with the business cycle. 


POLITICAL AND ECONOMIC PLANNING. Growth in the British Economy. New 
York: Oxford University Press, 1960. Pp. xii+256. $4.08. 


This report by Political and Economic Planning (an independent non-party 
organization in England) presents and evaluates the evidence for the view that 
Britain has been lagging behind other industrial countries and points to aspects 
that could have serious implications for the country’s future. 


PRENTICE-HALL Ep1tToriAL Starr. Encyclopedic Dictionary of Business Finance. 
Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. vi+658. $19.50. 


As implied by the title, this volume presents more than definitions: how-to-do 
material is included when the word entails financial practice, and forms and 
figures are used to illustrate financial principles. 


QurEsHI, ANWAR I. Developments in Pakistan Economy since the Revolution. 
Karachi, Pakistan: Nabeel Publishing House, 1961. Pp. 195. Rs. 5. 


This volume consists of a series of reprints of articles contributed by the 
author to newspapers in Pakistan. They present an appraisal of a wide variety 
of issues in a newly developing nation. 


Revuser, G. L. Britain’s Export Trade with Canada. Toronto: University of To- 
ronto Press, 1960. Pp. xii+147. $3.50. 


The author analyzes the many factors that have contributed to the decrease 
in Britain’s share of Canadian market sales and considers the alternatives open 
to British exporters. 


RITTER, LAwrENCE S. (ed.). Money and Economic Activity. 2d ed. Boston: 
Houghton Mifflin, 1961. Pp. xiv-+457. $4.50 (paper). 


Reflecting the economic and financial changes that have occurred since pub- 
lication of the first edition, 80 per cent of the selections in the second edition 
of this book of readings in the field of money and banking are new. 


Rokes, Wituis P. An Analysis of Property Valuation Systems under Eminent 
Domain. Missoula: Montana State University Bureau of Business and Eco- 
nomic Research, 1961. Pp. iii+65. $1.00 (paper). 


Existing systems are critically analyzed, and a possible solution is recom- 


mended in this study of the valuation of real estate condemned under the law 
of eminent domain. 


SCHMECKEBIER, L. F., and Eastin, R. B. Government Publications and Their 
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Use. Rev. ed. Washington, D.C.: Brookings Institution, 1961. Pp. xi+476. 
$6.00. 


In this new edition two chapters have been added treating the important field 
of government periodicals and the sources of microfacsimile copies of govern- 
ment publications. 


SiicuTeR, S. H., Heaty, J. J., and Lrvernasnu, E. R. The Impact of Collective 
Bargaining on Management. Washington, D.C.: Brookings Institution, 1960. 
Pp. xv+982. $8.75. 


Almost every important phase of the collective-bargaining relationship is cov- 
ered in this volume, which is based on three years of research involving inter- 
views with company and union representatives in a large number of plants. 


Smykay, E. W., Bowersox, D. J., and Mossman, F. H. Physical Distribution 
Management. New York: Macmillan, 1961. Pp. xiv-+283. $6.00. 


The authors bring together the disciplines of statistics, transportation, mar- 
keting, and economics in analyzing the physical flow of goods through a net- 
work. 


STUDENSKI, PAUL. The Income of Nations. 2 vols. New York: New York Uni- 
versity Press, 1961. Pp. xiv+185, $2.50 (paper); pp. xiv+153, $2.25 (paper). 


These two paperbacks contain, with corrections and emendations, most of 
the monumental work published in one cloth-bound volume of the same title in 
1958 at $25.00. 


Tew, Brian. The International Monetary Fund: Its Present Role and Future 
Prospects. Princeton: Princeton University International Finance Section, 
1961. Pp. 41 (paper). 


Professor Tew is optimistic about the capacity for the International Fund to 
carry out its mission of assisting underdeveloped countries and dealing with re- 
strictions on international payments. Nine of the twenty Articles of Agreement 
of the IMF are appended. 


TurvEY, RALPH. /nterest Rates and Asset Prices. New York: Macmillan, 1960. 
Pp. 109. $3.00. 


The theory presented here, while aggregative and simple like the liquidity 
preference theory, is applicable not only to interest rates on government securi- 
ties but also to yields on real assets. 


VwaL, V. Exploitation des Mines. Paris, France: Dunod, 1961. Pp. xiv+714+ 
xxx. 92 NF. 
Mining in France is undergoing a very rapid development characterized by 
concentration, modernization, and evolution of improved methods. This new 


book by Professor Vidal is offered as a text for student engineers and a refer- 
ence work for mining engineers. 


Wicker, C. V., and ALBrecut, W. P. The American Technical Writer. New 
York: American Book Co., 1960. Pp. viii+415. $5.75. 


After treating at length the basic principles of objective (as contrasted with 





“liter 
revie 
a sec 


Wom 
St. 
Th 


ment 
skills 


ZIEGI 
Yo 


To 
ume 
fund: 


Books Received 479 


“literary”) writing, six chapters are devoted to the preparation of abstracts, 
reviews, articles, and other forms of technical writing. The text concludes with 
a section on style and mechanics. 


Womack, S. H. Human Relations Fundamentals for Retail Credit Employees. 
St. Louis, Mo.: National Retail Credit Association, 1961. Pp. v+63. $2.50. 


This training manual for retail credit employees is concerned with the funda- 
mental principles of getting along with people rather than with the technical 
skills involved in various positions in credit department work. 


ZIEGLER, RAYMOND J. Principles of Industrial Management Case Book. New 
York: Macmillan, 1961. Pp. xii+246. $3.50 (paper). 


To serve as a beginning student’s introduction to the case method, this vol- 
ume presents pertinently written short case problems emphasizing the basic 
fundamentals of industrial management. 

CLypE WILLIAM PHELPS 
JAMEs GILLIES 



















ADDITIONS TO THE 1959 MEMBERSHIP DIRECTORY 


In July, 1959, the American Finance Association published its 1959 Member. 
ship Directory. The following members joined the Association between February | 
15, 1961, and August 1, 1961. Addresses and occupations of new members may be 
secured from Professor Robert A. Kavesh, Acting Secretary-Treasurer, American 
Finance Associations, New York University, New York 6, New York. 


New ACTIVE MEMBERS 


Barreto, R. Barros Kester, William 

Bossons, John D. Klein, O. F. 

Bowden, E. V. Lehman, Leland C. 

Caceres, Luis Emilio Matsui, Ken | 
Corning, Nathan E. Oaks, Clinton L. ? 
Danley, Lawrence E. O’Connor, Jonathan E. 

Eickhoff, Kathryn M. Rowlands, David T. 
Gorom, Frank C. Schwab, Charles R. 

Grodski, Gertrude V. Shechter, Samuel D. 

Heisterberg, Robert G. Vondruska, Howard J. 

Hendron, William Wallace, Alice R. 

Hooley, Richard Weiss, Stanley 


~ 


New SUBSCRIBING MEMBER 
Brush, Allen S. 


George Z. Hassett, Jr. 


It is with sorrow that the editors report the death 
on June 7, 1961, of GrorcE E. Hassett, Jr., who 
served for many years as business manager of the 
Journal of Finance and secretary-treasurer of the 
American Finance Association. 





os: TO YOUR 
° MEDICAL 
"EXPENSE 

COVERAGE 


Here’s a plan for helping your faculty and staff to afford realistic protection) 
against the smashing financial impact of big medical bills. 

TIAA’s Group Major Medical Expense insurance can pick up whe 
existing ‘‘base plans” such as Blue Cross and Blue Shield leave off, or it ca 
provide the entire medical expense program at a college. 

TIAA’s record of “same day” service would be hard to duplicate any 
where, since 98% of all Major Medical benefit payments are mailed out 
the colleges on the same day the bills are received at TIAA. 

More than 250 educational institutions have already made this new form 
of TIAA protection available to their staff members. 





Colleges, universities, private schools and wer.-. > 


non-profit research or educational organi- 


zations are eligible, whether or not they TEACHERS INSURANCE 
have a TIAA retirement or insurance AND ANNUITY ASSOCIATION 
program now. Send for full information. 730 Third Avenue, New York 17, N. ¥. 








